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PREFACE 

Among  the  important  economic  developments  in  the 
United  States  during  the  twentieth  century  has  been  the 
growth  of  the  great  private  corporations.  Since  the  cor- 
poration is  what  the  law  makes  it,  and  since  the  develop- 
ment of  corporation  law  has  not  been  uniform  under  our 
state  system  of  incorporation,  one  approach  to  the  study 
of  these  large  corporations  and  to  the  problems  which  have 
grown  out  of  them  is  the  examination  of  the  law  of  a 
leading  incorporating  state.  The  corporation  law  of  Dela- 
ware has  been  selected  for  this  purpose. 

Since  the  reversal  of  its  incorporation  policy  in  1899, 
the  attitude  of  that  state  toward  the  corporation  has  been 
one  of  willingness  to  enact  the  changes  which  business 
men  have  desired.  Amendments  to  the  corporation  law 
are  formulated  by  a  committee  of  the  Delaware  Bar  Asso- 
ciation from  suggestions  made  by  corporation  lawyers 
situated  in  all  parts  of  the  country.  The  proposals  finally 
approved  by  this  committee  are  transmitted  to  the  legisla- 
ture where  they  are  adopted  in  the  form  drafted  by  the 
committee.  No  amendments  are  likely  to  be  passed  which 
have  not  received  the  approval  of  this  informal  committee. 

The  Delaware  policy  is  based  upon  the  desire  for  the 
revenue  derived  from  the  incorporation  of  companies. 
Certain  other  states  at  the  present  time,  as  in  the  past,  have 
adopted  policies  based  on  the  same  motive.  The  result 
has  been  competitive  law  making  between  these  states, 
using  as  weapons  of  competition,  low  corporate  taxes  and 
a  "  liberal  "  corporation  law. 

Two  points  of  view  may  be  held  concerning  the  effects 
of  this  kind  of  law  making  in  the  competing  states.  On 
the  one  hand  it  may  be  maintained  that,  in  the  effort  to 
procure  revenue,  law  making  is  reduced  to  a  competitive 
basis  and  that  this  is  undesirable,  or  at  least  of  question- 
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able  social  value.  Such  changes  as  do  occur,  arise  out  of 
the  self-interest  of  lawyers  and  of  corporation  officials  and 
there  is  a  presumption  that  such  alterations  are  not  in  the 
interest  of  the  public.  When  the  conservative  states  are 
forced  to  adopt  similar  innovations  in  order  to  maintain 
under  their  own  jurisdictions  corporations  organized  and 
financed  by  their  own  citizens,  the  effect  is  a  lowering  of 
the  standards  of  all  corporation  law.  Furthermore,  in  the 
interstate  operations  of  a  corporation  the  public  policy  of 
a  conservative  state  is  displaced  by  that  of  a  more 
"  liberal  "  state,  under  the  laws  of  which  the  corporation 
is  organized. 

The  other  point  of  view  visualizes  this  competition, 
induced  perhaps  by  selfish  motives,  as  leading  to  progress. 
Corporation  law,  it  is  argued,  provides  the  framework 
within  which  the  corporation  must  develop.  The  policy 
of  the  "  liberal  "  states  has  permitted  such  laws  to  keep 
pace  with  changing  business  and  financial  methods.  While 
checks  and  controls  on  the  powers  of  the  corporation  have 
been  reduced,  changes  in  the  statutes  would  have  been 
much  slower  than  the  requirements  of  business  demanded 
had  not  the  lawyers  and  corporate  officials,  operating  in 
their  own  interests,  pressed  for  change. 

The  primary  concern  of  this  study,  however,  is  not  with 
the  legislative  process  involved,  but  with  the  nature  of  the 
corporation  law  which  has  resulted  from  a  competitive 
policy,  the  conditions  which  have  induced  business  men 
to  seek  new  powers  or  privileges,  and  the  manner  in  which 
such  new  powers  have  been  granted  in  Delaware  and 
their  effects.  I  am  indebted  to  Professor  George  E.  Bar- 
nett,  under  whose  direction  this  study  has  been  made,  and 
to  Associate  Professor  George  Heberton  Evans,  Jr.,  for 
their  suggestions  and  criticisms.  Professor  Jacob  H.  Hol- 
lander and  other  members  of  the  Economic  Seminary  of 
The  Johns  Hopkins  University  have  also  aided  me.  Mr. 
Leon  Sachs  of  the  Department  of  Political  Science  has 
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read  and  criticized  the  manuscript.  The  Corporation  Trust 
Company  of  Wilmington,  Delaware,  has  given  assistance; 
State  Officials  at  Dover,  Delaware,  and  the  State  Librarian, 
Mrs.  Estelle  W.  Tschudy,  have  made  information  avail- 
able. Mr.  James  L.  Wolcott  permitted  me  to  use  material 
from  his  "  The  Development  of  the  Delaware  Corpora- 
tion Law,"  a  thesis  submitted  in  connection  with  the  course 
in  Corporation  Finance  at  the  Harvard  Graduate  School 
of  Business  Administration.  To  the  Lessing  Rosenthal 
Fund  for  Economic  Research  I  am  indebted  for  a  grant 
which  has  made  possible  the  publication  of  this  study. 

R.  C.  L. 
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CHAPTER  I 

The  Adoption  of  the  Corporation  Law  of  1899 

During  the  first  half  of  the  nineteenth  century,  the  usual 
method  of  incorporating  companies  was  by  means  of 
special  acts  passed  by  the  legislatures  of  the  various  states. 
In  the  same  period,  however,  there  was  introduced  the 
practice  of  incorporation  under  general  laws.  The  state 
of  New  York  in  1811  passed  the  first  general  legislation 
providing  for  the  formation  and  the  regulation  of  certain 
types  of  business  companies.  This  law  and  similar  statutes 
that  were  later  enacted  in  other  states  are  significant  be- 
cause of  the  change  which  they  produced  in  the  corpora- 
tion. The  purpose  of  the  general  laws  providing  for  the 
formation  of  corporations  was  pointed  out  in  1821  in  an 
opinion  of  a  New  York  court.  The  judge,  referring  to  the 
New  York  Act  of  1811,  said: 

The  object  and  intention  of  the  legislature  in  authorizing  the 
association  of  individuals  for  manufacturing  purposes,  was,  in 
effect,  to  facilitate  the  formation  of  partnerships  without  the  risks 
ordinarily  attending  them,  and  to  encourage  internal  manufac- 
hires.  There  is  nothing  of  an  exclusive  nature  in  the  statute;  but 
the  benefits  from  associating  and  becoming  incorporated,  for  the 
purposes  held  out  in  the  act,  are  offered  to  all  who  will  conform 
to  its  requisitions.  There  are  no  franchises  or  privileges  which  are 
not  common  to  the  whole  community.  In  this  respect,  incorpora- 
tions under  the  statute  differ  from  corporations,  to  whom  some 
exclusive  or  peculiar  privileges  are  granted.  The  only  advantages 
of  an  incorporation  under  the  statute  over  partnerships,  and  the 
only  substantial  difference  between  them,  consists  in  a  capacity 
to  manage  the  affairs  of  the  institution,  by  a  few  and  select  agents, 
and  by  an  exoneration  from  any  responsibility  beyond  the  amount 
of  the  individual  subscription. ^ 

As  an  alternative  to  the  method  of  corporate  formation 

^  Slee  V.  Bloom,  19  Johnson  456  (N.  Y.,  1821). 
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by  special  legislative  enactment,  this  New  York  act  pro- 
vided for  the  incorporation  of  companies  organized  for 
certain  manufacturing  purposes  by  the  filing  of  a  certifi- 
cate. Such  companies  included  the  manufacture  of  woolen, 
cotton  or  linen  goods  and  the  making  of  glass  and  certain 
metal  products.^  The  state  of  Connecticut  passed  in  1837 
a  more  comprehensive  statute  under  which  corporations 
for  any  lawful  purpose  might  be  formed.^  In  1846  New 
Jersey  and  Michigan  passed  laws  for  the  formation  of 
certain  business  companies;  the  acts  of  Pennsylvania  and 
Illinois  in  1849,  and  of  Massachusetts  in  1851  were  of 
like  nature.*  A  law  passed  in  Maryland  in  1838  provided 
regulations  for  the  guidance  of  the  legislature  in  drawing 
charters  but  did  not  direct  a  procedure  for  the  formation 
of  companies.^ 

These  early  statutes  were  the  forerunners  of  modern 
general  incorporation  laws,  but  they  differed  in  that  their 
scope  was  limited  usually  to  manufacturing  and  mining. 
The  comprehensive  act  of  Connecticut  was  an  exception 
as  was  the  1846  act  of  Iowa  ^  since  the  provisions  of  these 
laws  made  possible  incorporation  for  any  lawful  purpose. 
The  development  of  the  broader  statutes  belongs  to  a  later 
period. 

The  first  general  acts  were  permissive  in  nature  but  the 
change  in  the  method  of  incorporation  introduced  by  the 
early  legislation  was  hastened  by  the  adoption  of  constitu- 
tional amendments.  According  to  these  amendments, 
formation  under  general  statute  was  either  absolutely  re- 
quired, or  required  unless  the  objects  of  incorporation  were 
not  thus  obtainable.  The  policy  by  which  incorporation 
could  be  secured  only  under  general  law  first  made  its 

*N.  Y.  Laws,  1811,  34  Sess.,  ch.  67. 
''Conn.  Pub.  Laws,  Sec.  1837,  ch.  LXIIL 

*N.  J.  Laws,  1846,  p.  64;  Mich.  Laws,  1846,  p.  265;  Pa.  Laws,  1849, 
No.  368,  p.  563;  III.  Laws,  1849,  p.  87;  Mass.  Laws,  1851,  ch.  133. 
^  Md.  Laws,  1838,  ch.  267. 
"  Iowa  Laws,  1846,  ch.  81. 
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appearance  in  1846  with  the  adoption  of  constitutional 
amendments  in  New  York  and  Iowa.  By  1897,  when  this 
pohcy  was  adopted  in  Delaware,  thirty-four  states  had 
such  constitutional  requirements.^ 

During  most  of  the  nineteenth  century,  incorporation  in 
Delaware  was  accomplished  by  special  legislative  act.  By 
the  provisions  of  Article  II,  section  17,  of  the  1831  Con- 
stitution all  such  acts  of  incorporation  required  the  concur- 
rence of  two-thirds  of  each  branch  of  the  general  assem- 
bly.^ The  Constitution  of  1831  also  limited  the  duration 
of  corporations  to  twenty  years.  A  general  statute  for  the 
formation  of  companies  was  passed  in  Delaware  in  1871, 
but  it  was  not  very  comprehensive  and  was  in  force  only 
four  years. ^  Its  scope  was  limited  to  corporations  formed 
for  the  purpose  of  canning,  manufacturing,  and  preparing 
fruits  and  other  products  of  the  state  for  sale.  Incorpora- 
tion was  to  be  accomplished  by  filing  a  certificate  stating 
the  corporate  name,  amount  of  capital,  and  the  place  of 

''Liggett  V.  Lee,  288  U.  S.  516,  77  L.  Ed.  929.  See  Dissenting  Opinion 
by  Justice  Brandeis. 

The  thirty-four  states  having  compulsory  constitutional  provisions,  to- 
gether with  the  year  of  their  enactment,  included  the  following:  1846, 
N.  Y.  (Art.  8,  sec.  1),  Iowa  (Art.  8,  sec.  2)  ;  1847,  111.  (Art.  10,  sec.  1)  ; 
1848,  Wis.  (Art.  11,  sec.  1)  ;  1849,  Calif.  (Art.  4,  sec.  31)  ;  1850,  Mich. 
(Art.  15,  sec.  1);  1851,  Ind.  (Art.  11,  sec.  13,  Md.  (Art.  3,  sec.  47), 
Ohio  (Art.  13,  sec.  1)  ;  1855,  Kans.  (Art.  13,  sec.  1)  ;  1857,  Minn.  (Art. 
10,  sec.  2),  Ore.  (Art.  11,  sec.  2);  1864,  La.  (Art.  121),  Nev.  (Art.  8, 
sec.  1);  1865,  Mo.  (Art.  8,  sec.  4);  1866,  Neb.  (Title  Corporations, 
sec.  1);  1867,  Ala.  (Art.  13);  1868,  Ga.  (Art.  3,  sec.  6,  amended  by 
Laws  1890-1891,  p.  55),  N.  C.  (Art.  8,  sec.  1);  1870,  Tenn.  (Art.  11, 
sec.  8);  1872,  W.  Va.  (Art.  11,  sec.  1);  1874,  Ark.  (Art.  12),  Penn. 
(Art.  3,  sec.  7);  1875,  Me.  (Art.  4,  sec.  14),  N.  J.  (Art.  4,  sec.  7); 
1876,  Tex.  (Art.  12,  sec.  1),  Col.  (Art.  15,  sec.  2);  1889,  Id.  (Art.  11, 
sec.  2),  Mont.  (Art.  15,  sec.  2),  N.  D.  (Art.  7,  sec.  131),  S.  D.  (Art.  17, 
sec.  1),  Wash.  (Art.  12,  sec.  1);  1890,  Miss.  (Art.  7,  sec.  178);  1895, 
Utah  (Art.  12,  sec.  1). 

The  constitutions  of  New  York,  Maine,  and  Maryland  required  incor- 
portation  under  the  general  law  except  where  the  objects  of  incorporation 
were  not  thus  obtainable. 

'Del.  Constitution,  1831,  Art.  II,  sec.  17. 

"  14  Del.  Laws,  1871,  ch.  152. 
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business.  Minimum  and  maximum  limits  on  the  amount 
of  capital  were  set  at  $10,000  and  $100,000  respectively. 
The  law  enumerated  none  of  the  powers  which  the  cor- 
porations might  exercise. 

By  amendment  to  the  Constitution  in  1875,  a  clause  was 
added  conferring  upon  the  legislature  authority  to  enact 
general  statutes  "  to  provide  incorporation  for  religious, 
charitable,  literary  and  manufacturing  purposes,  for  the 
preservation  of  animal  and  vegetable  food,  building  and 
loan  associations,  and  for  draining  low  lands."  ^°  Under 
the  authority  of  the  constitutional  amendment  of  1875 
two  general  incorporation  laws  were  passed.  The  first, 
that  of  187 5, "^^  was  in  force  until  1883,  when  it  was  re- 
pealed and  the  second  law  enacted.^^  Both  of  these 
statutes  extended  corporate  powers,  ordered  a  more  de- 
tailed procedure  for  obtaining  charters  and  required  ap- 
proval by  the  courts  of  certificates  of  incorporation.  The 
scope  of  the  laws  was  limited  to  the  purposes  enumerated 
in  the  constitutional  amendment  of  1875.  The  policy  of 
incorporation  under  general  law  only,  as  found  in  other 
states,  was  not  adopted  in  Delaware  during  this  period. 
Corporations  organized  for  any  of  the  stipulated  purposes 
could  be  formed  under  the  provisions  of  the  general  laws 
or  by  special  act  of  the  legislature,  as  incorporators  might 
prefer. 

As  the  number  of  organizations  seeking  corporate  char- 
ters increased,  the  abuses  and  evils  of  the  optional  method 
of  corporate  formation  finally  led  in  1897  to  the  demand 
for  the  prohibition  of  special  incorporation  acts.  The  fac- 
tors leading  to  the  agitation  for  this  change  are  set  forth  in 
the  following  argument  in  the  debates  of  the  Constitu- 
tional Convention  of  that  year. 

^"Del.  Constitution,  1831,  Art.  II,  sec.  17,  as  amended  in  1875. 
"  15  Del.  Laws,  1875,  ch.  119. 
"  17  Del.  Laws,  1883,  ch.  147. 
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It  will  certainly  prevent  one  very  great  abuse  and  a  very  great 
evil;  and  that  is  the  lobbying  of  wild-cat  schemes  and  corporations 
through  the  legislature  that  would  never  have  been  given  at  the 
hands  of  the  Court  under  a  proper  general  incorporation  law.   .  .  . 

It  is  also  two-fold  in  its  effect.  While  it  will  stop  all  this 
contact  and  hub-bub  and  lobbying,  and  oftentimes  corrupting  of 
the  legislature,  it  will  at  the  same  time  save  thousands  and 
thousands  of  dollars  in  the  cost  of  legislation  in  the  State  of 
Delaware.^3 

The  lobbying  in  the  legislature  for  what  were  con- 
sidered to  be  "  wild-cat  schemes  "  had  produced  an  un- 
wholesome situation  in  that  body.  Frequent  reference  to 
this  is  found  in  the  Delaware  newspapers  of  the  period. ^^ 
The  lobby  of  J.  Edward  Addicks,  a  Delaware  politician, 
was  particularly  notorious.  The  Bay  State  Gas  Company, 
incorporated  in  1889  by  special  act  at  the  instigation  of 
Addicks,  was  considered  to  be  a  questionable  organization. 
Particular  opposition  was  aroused  by  a  provision  in  the 
Addicks  bill  which  gave  the  proposed  company  power  "  to 
make  purchases  and  sales  of  or  investments  in  stocks, 
bonds  and  securities  of  other  companies  engaged  in  any 
like  business  or  organized  for  a  similar  purpose,  and  to 
make  advances  of  money  and  credit  to  such  corpora- 
tions. .  .  ."  ^^  Similar  powers  were  not  specifically  author- 

^'  Martin  Burris  in  the  Journal  of  the  Constitutional  Convention  of  1897, 
IX,  5571. 

^*  A  Dover  dispatch  in  1889,  reporting  the  progress  of  the  Addicks  bill 
for  the  Bay  State  Gas  Company,  said: 

"  It  is  not  pleasant  to  report — but  the  matter  is  growing  too  notorious  of 
late  to  be  ignored — that  this  bill  will  owe  its  passage  through  the  House, 
if  it  should  pass,  largely  to  the  same  influence  which  has  retarded  action 
on  the  National  Securities  Life  Insurance  Company  bill.  .  .  .  Members  on 
both  sides  of  the  House  agree  that  it  is  nearly  time  something  were  said 
by  the  press  respecting  the  indelicacy,  to  draw  it  mildly,  of  an  officer  of 
the  House  giving  cause  for  the  connection  of  his  name  with  so  many 
lobbies."   Every  Evening,  Wilmington,  Del.,  April  17,  1889,  p.  1. 

'°  1889,  Vol.  9,  Enrolled  Bills,  (part  4)  passed  at  Dover,  April  24, 
1889,  sec.  3.  Originally  incorporated  as  the  Peninsular  Investment  Com- 
pany, the  name  was  changed  to  Bay  State  Gas  Company,  August  7,  1889. 
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ized  by  the  Delaware  statute  of  1883.  One  of  the  Dela- 
ware legislators  declared,  when  the  Addicks  bill  was  being 
considered,  that  this  provision  was  contrary  to  public 
policy  as  it  would  permit  the  creation  of  a  trust  or  com- 
bine/^ Although  the  powers  necessary  for  corporate 
combination  had  been  made  available  in  New  Jersey  a 
year  earlier  by  an  amendment  to  the  general  corporation 
law  conferring  upon  corporations  the  power  to  own  and 
hold  stocks  of  other  corporations,  Addicks  preferred  a 
special  charter  from  the  Delaware  legislature.  The  New 
Jersey  statute  was  ambiguous  in  that  it  might  have  been 
construed  to  limit  the  power  of  purchase  to  the  stocks  of 
other  New  Jersey  companies.  With  his  influence  in  the 
Delaware  legislature  Addicks  no  doubt  believed  he  could 
procure  the  exact  powers  he  desired  for  his  proposed 
company.^^ 

From  the  point  of  view  of  legitimate  business  interests 
the  conditions  in  the  legislature  developing  from  the  grant- 
ing of  special  acts  had  harmful  effects.  The  situation  was 
summarized  in  an  editorial  of  a  Delaware  newspaper  in 
1897. 

In  the  past  there  has  been  no  clearly  defined  system  and  the 
mode  of  treatment  has  been  decidedly  erratic.  At  times  valuable 
corporate  privileges  have  been  voted  without  reflection  and  with- 
out recompense.  At  other  times,  parties  seeking  perfectly  proper 
privileges  and  willing  to  pay  reasonably  for  them  have  been  nag- 
ged and  harassed  and  held  up  as  the  prey  of  a  cormorant  lobby.^^ 

The  time  and  expense  required  for  the  passage  of  a 
large  number  of  special  acts  was  an  important  factor 

^*  Mr.  Spruance  in  the  House  hearings  on  the  Addicks  Bill,  as  reported 
in  the  Every  Evening,  Wilmington,  Del.,  February  26,  1889,  p.  1. 

^'^  For  a  description  of  the  political  activities  of  J.  E.  Addicks  in  Dela- 
ware, see  George  Kennan,  "'  Holding  Up  a  State,"  Outlook,  LXXIII,  277- 
283,  386-392,  429-436;  "Addicks  Withdrawal,"  ibid.,  pp.  365-366; 
"  Addicksism,"  ibid.,  pp.  418-419;  "  Delaware  Legislature  on  the  Addicks 
Exposure,"  ibid.,  pp.  460-461 ;  "  Latest  Delaware  Election,"  ibid.,  p.  93. 

*^  Every  Evening,  Wilmington,  Del.,  April  7,  1897,  p.  2. 


Adoption  of  the  Corporation  Law  of  1899      7 

influencing  the  agitation  for  their  prohibition.  In  the 
sessions  between  the  years  1885  and  1897  the  private  or 
special  acts  concerning  corporations  and  those  granting 
divorces  comprised  approximately  one-half  of  the  total 
number  of  laws.  By  the  elimination  of  these  special  acts 
the  duration  of  the  biennial  sessions  could  have  been 
shortened,  the  expenses  curtailed,  and  more  consideration 
could  have  been  given  public  legislation. 

The  majority  of  the  Constitutional  Convention  of  1897 
was  of  the  opinion  that  these  conditions  made  necessary 
the  adoption  of  the  policy  of  incorporation  under  a  general 
law  only.  This  was  accomplished  by  section  1  of  Article 
IX  in  the  new  constitution.  This  section  read  in  part: 

No  corporation  shall  hereafter  be  created,  amended,  renewed, 
or  revised  by  special  act,  but  only  by  or  under  general  law,  nor 
shall  any  existing  corporate  charter  be  amended,  renewed,  or 
revised  by  special  act,  but  only  by  or  under  general  law;  .  .  .^^ 

Except  for  some  regulatory  provisions,  the  convention 
did  not  specify  the  kind  of  general  law  which  should  be 
adopted  to  carry  out  the  provisions  of  the  new  constitution. 
The  old  clauses  restricting  the  scope  of  general  law^s  and 
limiting  the  duration  of  companies  to  twenty  years  were 
eliminated.  No  doubt  some  of  the  members  assumed  that 
the  method  of  incorporation  provided  by  the  Act  of  1883, 
requiring  approval  of  the  certificate  of  incorporation  by 
the  courts,  would  be  included  in  the  new  law.  Evidence 
of  this  is  found  in  the  following  quotation  from  the  de- 
bates advocating  the  abolition  of  the  system  of  incorpora- 
tion by  special  act: 

We  believe  that  it  is  infinitely  better  that  charters  should  be 
obtained  through  the  courts,  under  the  provisions  of  the  general 
law,  than  for  them  to  be  specifically  obtained  by  the  act  of  the 
legislature.-^ 

"Del.  Constitution,  1897,  Art.  IX,  sec.  1. 

'°  Martin  Burris  in  the  Journal  of  the  Constitutional  Convention  of  1897, 
IX,  5571. 
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The  drafting  of  the  new  corporation  law  was  left  to 
the  special  session  of  the  general  assembly  called  in  1898. 
In  his  message  the  governor  charged  that  body  with  the 
duty  of  providing  a  "  safe,  well-guarded  and  comprehen- 
sive law  under  which  this  important  franchise  may  be 
obtained  and  by  which  the  rights  and  interests  of  the 
individuals  and  the  public  will  be  protected  and  pre- 
served." ^^  The  legislature  proceeded  to  draft  a  bill  which 
was  in  accordance  with  these  principles.  A  proposed^ 
measure  contained  the  provision  that  fifty  per  cent  of  the 
capital  stock  should  be  paid  in  before  any  corporation 
could  transact  business  with  anyone  other  than  its  own 
stockholders.^^  Another  section  imposed  double  liability 
by  making  stockholders  individually  responsible  to  the 
creditors  for  all  contracts  and  liabilities  to  the  extent  of 
the  value  of  their  stock  at  par  value  in  addition  to  thej 
amount  of  such  stock.^^  The  House  inserted  a  provision 
which  prohibited  railroad  corporations  from  consolidating 
with,  leasing  or  purchasing  any  railroad  corporation,  or 
from  buying  the  stock  of  any  railroad  owning  or  con- 
trolling a  parallel  or  competing  line.  The  Legislature  of 
1898  was  unable  to  pass  the  proposed  bill.  The  Senate  did 
not  concur  in  the  House  provision  relating  to  consolida- 
tion of  railroads  and  that  body  refused  to  withdraw  it.^* 
The  ensuing  deadlock  was  not  broken  before  the  end  of 
the  session,^^  and  the  adoption  of  the  new  corporation  law 
was  left  to  the  next  legislature. 

^'^  Journal  of  the  Senate,  Delaware,  1898,  p.  10. 

^^  Proposed  Bill,  Every  Evening,  Wilmington,  Del.,  March  25,  1898, 
p.  1. 

^^  Ibid. 

^*'  Journal  of  the  Senate,  Delaware,  1898,  p.  30. 

^°  James  L.  Wolcott,  "  The  Development  of  the  Delaware  Corporation 
Law,"  (pp.  29-32),  states  that  the  Pennsylvania  Railroad  would  not  agree 
to  the  proposed  general  law  which  should  apply  to  railroad  companies. 
This  railroad  owned  the  Delaware  Railroad  which  was  incorporated  in 
Delaware. 
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During  the  interval  between  the  session  of  1898  and  the 
regular  session  of  1899,  the  present  competitive  incorpora- 
tion policy  of  Delaware  was  formulated.  By  1899  the 
number  of  "  trusts  "  being  formed  was  rapidly  increasing 
and  a  small  group  of  individuals  perceived  the  possibili- 
ties of  large  revenue  if  a  share  of  this  incorporating  busi- 
ness could  be  attracted  to  Delaware.  James  L.  Wolcott 
states  in  his  "  The  Development  of  the  Delaware  Corpora- 
tion Law  "  that  this  group  consisted  of  a  financial  editor 
of  a  New  York  paper,  a  New  York  lawyer,  and  two  Dover 
lawyers.-^  According  to  Mr.  Wolcott's  account,  the  Dover 
lawyers  planned  to  organize  a  corporation,  modelled  upon 
similar  organizations  operating  in  New  Jersey,  to  engage 
in  the  business  of  incorporating  companies  and  represent- 
ing them  as  resident  agents.  The  New  York  members, 
because  of  their  Wall  Street  connections,  believed  they 
could  obtain  business  for  the  proposed  company.  These 
men  drew  up  a  bill  for  a  corporation  law  which  the  Dover 
residents  of  this  "  unofficial  committee  "  piloted  through 
the  legislature.  In  the  House,  where  the  bill  of  1898  had 
failed  to  pass,  the  Act  of  1899  was  passed  without  a  dis- 
senting vote." 

Because  of  the  competitive  nature  of  the  new  corpora- 
tion policy,  the  Corporation  Act  of  Delaware  was  the  sub- 
ject of  adverse  criticism  outside  the  state.^^  In  Delaware, 
however,  despite  the  previous  conservative  attitude  of  the 
lawmakers  as  evidenced  in  the  kind  of  provision  included 
in  the  proposed  bill  of  1898,  the  revenue  possibilities  of 

"  Ibid. 

"Journal  of  the  House  of  Representatives,  Dela%vare,  1899,  p.  1191. 
The  Senate  concurred  in  the  House  Bill  but  the  pages  containing  the  Senate 
vote  are  missing  from  the  published  Senate  Journal  for  the  1899  session. 

"  See  "  Little  Delaware  Makes  a  Bid  for  the  Organization  of  Trusts," 
American  Law  Review,  XXXIII,  418;  "Delaware's  Missionary  Enter- 
prise," ibid.,  p.  795;  Review  of  J.  E.  Smith's  Delaware  Corporation  Law, 
m  ibid.,  p.  945;  Newark  Daily  Advertiser,  Newark,  N.  J.,  March  14,  1899, 
p.  4. 
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the  new  law  became  the  dominant  consideration.  For 
example,  an  editorial  in  the  Daily  Republican  of  Wilming- 
ton for  February  11,  1899,  condemned  as  shortsighted  the 
policy  of  the  members  of  the  legislature  in  not  passing 
a  liberal  corporation  act  with  the  result  that  thousands  of 
dollars  were  being  lost  when  the  State  Treasury  was  in 
need  of  funds.^^ 

Two  benefits  were  expected  from  the  passage  of  the 
corporation  law.^°  First,  there  would  be  the  increased 
industrial  prosperity  resulting  from  the  establishment  of 
new  industries  in  Delaware.  The  second  benefit  would 
be  the  increased  income  derived  from  issuing  charters.  In 
view  of  the  characteristics  of  the  state,  much  of  the  addi- 
tional income  would  be  procured  from  the  residents  of 
other  states  who  planned  to  do  business  either  throughout 
the  whole  country  or  in  some  other  states  which  were  less 
favorable  for  the  formation  of  companies.  If  the  law 
could  be  made  attractive  to  foreign  incorporators,  both 
the  state  and  the  individuals  interested  in  the  business  of 
incorporating  companies  would  profit. 

When  Delaware  passed  its  new  law,  the  practice  orl 
going  to  a  few  so-called  "  liberal  "  states  for  the  incor- 
poration of  companies  had  become  widespread  among 
promoters.  The  Massachusetts  Committee  on  Corporation 
Law  of  1902  studied  the  effects  of  the  movement  in  that 
industrial  state  during  the  preceding  five  years.  From 
their  investigation  the  Committee  concluded  that  it  was 
"  a  general  practice  to  organize  under  the  laws  of  other 
States  corporations  to  carry  on  enterprises  which  are  owned 
and  managed  by  citizens  of  Massachusetts,  particularly 

^^  Daily  Republican,  Wilmington,  Del.,  February  11,  1899,  p.  2;  see 
also  Every  Evening,  Wilmington,  Del.,  February  21,  1899,  p.  2,  editorial 
urging  the  passage  of  the  corporation  law  for  the  same  reason,  that  of 
producing  revenue. 

^°  Testimony  of  J.  Ernest  Smith,  Delaware  attorney,  before  the  U.  S. 
Industrial  Commission,  Report,  1900,  I,  1122. 


Adoption  of  the  Corporation  Law  of  1899      H 

where  a  part  or  all  of  the  property  is  situated  outside  the 
State."  '' 

Incorporation  in  the  "  liberal  "  states  had  developed  asl 
a  result  of  the  character  of  corporate  legislation  elsewhere. 
Business  men  were  denied  in  many  states  the  enlarged 
capitalizations  and  the  broadened  scope  of  corporate 
powers  and  purposes  required  by  the  combination  of 
business  units.  On  the  other  hand,  in  certain  states  cor- 
porate legislation  had  been  altered  to  meet  the  require- 
ments of  business.  By  the  rules  of  comity,  corporations 
could  exercise  tlie  powers  obtainable  under  these  liberal 
laws  outside  the  limits  of  the  creating  state.^-  Incorpora- 
tion could  be  effected  in  the  "  liberal  "  state  even  though 
no  property  was  owned  in  that  state  and  few  operations  J 
were  to  be  carried  on  there.  "'"^ 

The  difficulties  encountered  by  business  men  seeking 
incorporation  in  the  stricter  states  are  illustrated  in  the 
selection  of  the  state  of  incorporation  for  the  Federal  Steel 
Company.^^  This  company  was  formed  in  1898  with  a 
total  authorized  capital  of  $200,000,000.  As  was  the  com- 
mon practice  in  the  formation  of  combinations,  the  plans 
concerning  the  properties  to  be  acquired  were  perfected 
before  the  state  of  incorporation  was  selected.  These 
properties  were  located  in  Ohio,  Minnesota,  Pennsylvania, 
and  Illinois.  The  selection  of  the  state  in  which  to  incor- 
porate required  the  weighing  of  the  relative  advantages 
and  disadvantages  of  various  statutes.  The  laws  of  Ohio 
and  Minnesota  at  that  time  imposed  double  liability  upon 
all  stockholders.    The  financing  of  a  new  company  of 

'^  Massachusetts  Committee  on  Corporation  Law,  Report,  1903,  p.  20. 

"  For  the  development  of  the  law  of  foreign  corporations,  see  Gerard 
C.  Henderson,  The  Position  of  Foreign  Corporations  in  American  Con- 
stitutional Law. 

'^  Testimony  of  Francis  L.  Stetson,  attorney,  before  the  U.  S.  Industrial 
Commission,  Report,  1900,  I,  970-971.  See  also  the  testimony  of  Elbert 
Gary,  p.  996.  With  respect  to  the  formation  of  the  American  Steel  and 
Wire  Company,  see  the  testimony  of  Max  Pam,  p.  1036. 
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such  size  would  have  been  difficult  with  this  degree  of 
hability.  The  state  of  Pennsylvania  taxed  domestic  cor- 
porations heavily  and  did  not  permit  the  ownership  of 
real  property  by  a  foreign  corporation.  The  laws  of  Illi- 
nois, with  certain  exceptions,  did  not  authorize  corpora- 
tions to  hold  stock  of  other  companies.  Thus  it  would 
have  been  impossible  to  organize  in  lUinois  and  still  retain 
a  Pennsylvania  subsidiary  company  necessary  for  the 
ownership  of  the  mineral  properties  located  there.  Be- 
cause of  these  factors,  none  of  these  states  was  suitable 
for  the  incorporation  of  the  proposed  company,  and  the 
organizers  had  to  turn  to  the  laws  of  other  states.  By  a 
process  of  exclusion,  the  laws  of  New  Jersey  were  selected 
as  best  fitting  the  requirements  of  the  proposed  company. 

Among  the  states  actively  competing  for  incorporating 
business  prior  to  the  new  policy  of  Delaware,  the  state  of 
New  Jersey  was  the  most  successful.  Some  idea  of  the 
extent  of  the  incorporating  business  of  the  various  states 
may  be  obtained  by  an  examination  of  the  table  on 
page  13,  which  shows  the  commonwealths  in  which  the 
"  trusts  "  had  been  chartered.  The  term  ''  trust "  is  here 
used  to  include  companies  which  had  capitalizations  of 
over  $1,000,000  and  which  had  resulted  from  the  com- 
bination of  two  or  more  individual  enterprises.^*  The 
figures  indicate  that  during  the  eleven-year  period  prior 
to  1899,  of  the  eighty-one  trusts  incorporated  in  the  United 
States,  thirty-four  were  chartered  in  the  state  of  New 
Jersey.  In  the  year  1899  alone,  sixty-one  of  the  eighty- 
three  trusts  formed  were  organized  under  New  Jersey  laws. 

The  popularity  of  New  Jersey  had  resulted  from  the 
policy  of  keeping  on  the  books  the  kind  of  statute  which 
would  be  attractive  to  incorporators.^^   Of  particular  im- 

^*  Compiled  from  John  Moody,  The  Truth  about  the  Trusts. 

^^  A  summary  of  the  development  of  the  New  Jersey  law  may  be  found 
in  the  article  by  a  former  secretary  of  the  state  of  New  Jersey,  Edward 
Q.  Keasby,  "  New  Jersey  and  the  Great  Corporations,"  Harvard  Law 
Review,  XIII,  198,  264. 
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portance  in  the  history  of  corporate  legislation  in  that 
state  had  been  the  amendment  which  had  made  available 
to  corporations  the  power  to  consolidate  and  the  power, 
conferred  in  1888,  to  hold  stocks  of  other  corporations. 
The  advantages  afforded  by  the  New  Jersey  law,  as 
brought  out  in  the  investigation  of  the  United  States  In- 
dustrial Commission,  were  the  moderate  rate  and  certain 
basis  for  determining  taxes,  the  ''  liberal "  form  of  the 
corporate  charter,  less  liability  on  the  part  of  stockholders 
and  of  directors,  and  the  rigid  requirements  for  the  mainte- 
nance of  a  registered  office  in  New  Jersey.^^  The  last- 
mentioned  feature  was  designed  to  eliminate  the  "  roving  " 
charter  discussed  below. 

The  laws  of  Maine  and  of  West  Virginia,  which  states 
were  competitors  of  New  Jersey,  had  outstanding  defects 
from  the  point  of  view  of  promoters.  In  Maine  a  decision 
handed  down  by  the  Supreme  Court  of  the  state  in  1890 
had  rendered  that  previously  popular  state  a  "  dangerous  " 
place  in  which  to  incorporate.^^  The  decision  held  stock- 
holders liable  on  stock  issued  for  property  where  the  court 
found  the  property  was  not  worth  the  par  value  of  the 
stock. 

In  the  case  of  West  Virginia,  the  most  active  competing 
state,  several  factors  explain  the  lack  of  success  as  com- 
pared with  New  Jersey.  One  of  the  most  important  was 
the  statutory  limitation  of  $5,000,000  on  the  capitalization 
of  corporations.  This  provision  excluded  large  combina- 
tions. West  Virginia  had  a  reputation,  furthermore,  for 
being  the  home  of  irresponsible  corporations.  It  may  have 
been  this  reputation  which  was  responsible  for  the  impres- 
sion which  one  of  the  gentlemen  testifying  before  the 
United  States  Industrial  Commission  had  that  "  corpora- 
tions organized  in  West  Virginia  have  considerable  diffi- 

^^  U.  S.  Industrial  Commission,  Report,  1900,  I,  11. 
^"^  Libby  v.  Tobey,  82  Me.  397,  19  A.  904  (1890). 
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culty  in  placing  their  stocks  and  bonds."  ^^  This  reputation 
had  resulted  from  what  has  been  called  the  "  roving  " 
charter  which  could  be  secured  under  the  West  Virginia 
statute.  According  to  James  B.  Dill,  a  New  Jersey  attor- 
ney, the  laws  of  West  Virginia  permitted  "'  roving " 
charters  by  authorizing  corporations  to  hold  stockholders' 
meetings  and  transact  any  other  business  outside  West 
Virginia,  and  by  not  obliging  them  to  keep  the  corporate 
books  in  that  state.^'-*  When  the  books  could  be  taken 
from  and  kept  outside  the  state  of  incorporation  the  door 
was  opened  to  fraud.  The  books  could  be  put  in  other 
states  and  so  placed  beyond  the  power  of  the  courts  to 
compel  a  West  Virginia  company  to  allow  an  inspection. 
The  three  principal  features  in  the  competitive  policy  by 
which  the  organizers  of  corporations  were  to  be  attracted 
to  Delaware  were  a  simple  procedure  in  formation,  low 
corporate  taxes,  and  the  "  liberal  "  character  of  the  cor- 
porate powers  and  regulations  contained  in  the  law.  Since 
the  New  Jersey  law  w^as  the  most  popular  for  the  incor- 
poration of  companies,  the  draftsmen  of  the  Delaware 
legislation  copied  many  of  the  features  of  the  New  Jersey 
statute.  The  method  of  incorporation  prescribed  by  the 
old  Delaware  Act  of  1883  required  publication  of  a  notice 
of  an  intention  to  apply  for  a  certificate  of  incorporation. 
The  certificate  was  then  to  be  presented  to  the  associate 
judge  of  the  county  of  the  principal  place  of  business  to 
determine  that  the  purpose  was  legal  and  involved  noth- 
ing detrimental  to  the  public  interest,  that  the  certificate 
was  in  proper  form,  that  the  amount  of  the  capital  stock 
and  the  value  of  the  real  and  personal  estate  was  proper 
with  respect  to  the  purposes,  and  that  the  majority  of  the 
incorporators  were  bona  fide  residents  of  Delaware.  Upon 

''  Testimony  of  Charles  N.  King,  officer  of  the  New  Jersey  Corporation 
Agenq^,  before  the  U.  S.  Industrial  Commission,  Report,   1900,  I,  1110. 

"Testimony  of  James  B.  Dill,  attorney,  before  the  U.  S.  Industrial 
Commission,  Report,  1900,  I,  1078-1079. 
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approval  by  the  judge  the  certificate  was  then  filed  at 
the  office  of  the  secretary  of  state  and  corporate  existence 
began."^" 

In  contrast  with  this  procedure,  the  method  stipulated 
in  the  Act  of  1899  was  similar  to  that  in  the  New  Jersey 
statute  "^^  and  provided  that  any  number  of  persons,  not 
less  than  three,*^  might  incorporate  by  signing  the  certifTl 
cate  of  incorporation  and  acknowledging  it  before  a  notary 
public  or  other  officer  authorized  by  the  laws  of  Dela- 
ware/^ After  filing  the  original  certificate  in  the  office  of 
the  secretary  of  state,  after  recording  a  copy  in  the  office 
of  the  recorder  of  the  county  in  Delaware  where  the 
principal  office  was  to  be  located,  and  after  paying  the 
license  tax,  the  corporate  existence  began.**  At  the  present 
time  the  whole  procedure  is  often  performed  by  the  com- 
panies or  by  the  individual  lawyers  engaged  in  the  business 
of  incorporating  companies  and  acting  as  resident  agents 
for  companies.  These  organizations  stand  ready  not  only 
to  perform  the  various  steps  in  the  incorporation  procedure 
outlined  above  but  also  to  furnish  incorporators  as  sub- 
stitutes for  the  actual  promoters,  and  to  hold  the  first  meet- 
ing of  the  incorporators  at  which  the  by-laws  are  adopted 
and  the  directors  specified  by  the  organizers  are  elected.*^ 
In  their  capacity  as  resident  agents  the  incorporating 
organizations  observe  for  corporations  all  the  statutory 
requirements  for  the  maintenance  of  a  company  office — 
the  displaying  of  the  corporate  sign,  and  the  opening  and 
maintenance  of  a  duphcate  stock  ledger.*^  With  the  aid 
of  their  services  the  procedure  for  incorporation  is  reduced 
to  a  minimum  and  made  easy  for  residents  of  other  states. 

*°  17  Del.  Laws,  1883,  ch.  147,  sec.  12. 
"N.  J.  Laws,  1896,  ch.  185,  sees.  9,  10. 

*-21  Del.  Laws,  1899,  ch.  273,  sec.  1,  Rev.  Code  1915,  sec.  1915-1. 
"/^/■^.,  sec.  9,  Rev.  Code  1915,  sec.  1920-6. 
*^  Ibid.,   sec.  12,  Rev.  Code  1915,  sec.  1921-7. 
*^  Ibid.,   sec.  11,  Rev.  Code  1915,  sec.  1922-8. 

'"Ibid.,  sees.  136,  64,  17,  Rev.  Code,  1915,  sees.  1946-32,  1947-33,  1943- 
29. 
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Another  important  device  by  which  the  draftsmen  of  the 
Delaware  law  hoped  to  attract  the  incorporating  business 
was  low  corporate  taxes.  The  competitive  nature  of  the 
new  policy  of  1899  is  evident  not  only  in  the  rate  of  taxes 
but  also  in  the  basis  of  assessment.  The  system  of  taxation 
was  modelled  upon  that  of  New  Jersey  and  imposed  two 
kinds  of  taxes,  the  initial  or  organization  fees  and  the 
annual  "  franchise  "  tax.  The  ordinary  business  corpora- 
tion was  the  type  of  company  which  could  be  expected  to 
make  the  greatest  use  of  the  law,  and  for  this  type  of 
corporation  the  capital  stock  was  adopted  as  the  basis  of 
assessment  for  both  types  of  tax.  This  was  deemed  an 
advantage  as  it  eliminated  all  questions  of  valuation  by 
a  taxing  board."*^ 

Following  the  provisions  of  the  New  Jersey  law,  certain 
fees  were  imposed  at  the  organization  of  a  corporation  for 
the  filing  of  the  certificate  of  incorporation  in  the  office  of 
the  secretary  of  state,  and  also  upon  the  filing  of  the 
various  other  certificates  which  were  required  to  be  filed 
in  the  same  office.  As  was  the  practice  in  New  Jersey,  the 
fees  were  calculated  upon  the  par  value  of  capital  stock 
authorized  by  the  certificate,  but  for  the  most  part  the 
rates  were  lower  than  those  of  New  Jersey. 

The  following  table  indicates  the  fihng  fees  of  the 
Delaware  Act  of  1899/®  as  compared  with  those  imposed 
by  the  contemporary  New  Jersey  statute.^^ 

Certificate  of  Incorporation: —                   Delaware  New  Jersey 
For  each  $1,000  of  the  total  amount  of 

capital  stock  authorized $  0.15  $  0.20 

Minimum  fee 20.00  25.00 

*'  Josiah  Marvel,  Delaware  Corporations,  Address  before  the  Students  of 
the  Department  of  Finance  and  Economy,  University  of  Pennsylvania,  May 
14,  1902. 

*'21  Del.  Laws,  1899,  ch.  273,  sec.  127. 

"N.  J.  Laws,  1896,  ch.  185,  sec.  114. 
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Delaware       New  Jersey 
Certificate  of  Increase  of  Capital  Stock: — 

For  each  $1,000  of  increase  of  capi- 
tal stock  authorized 15  .20 

Minimum  fee .  .  20.00 

Mergers  and  Consolidations: — 

For  each  $1,000  of  capital  stock 
authorized  beyond  the  total  author- 
ized   capital    of   the   corporations 

consolidated   .15  .20 

Minimum  fee 20.00  20.00 

Incidental  fees: — 

For  the  filing  of  Certificates  of  Dis- 
solution, Amendment  of  the  certifi- 
cate (other  than  increases  of  capital 
stock).  Decreases  of  capital  stock, 
Increase  or  decrease  in  the  number 
of  shares 20.00  20.00 

Other  certificates 5.00  5.00 

For  the  imposition  of  the  annual  taxes  "  by  way  of 
license  for  the  corporate  franchise  "  several  categories  of 
companies  were  set  up,  each  with  a  different  basis  for  the 
tax.  The  most  important  classification  was  "  All  Other 
Corporations  "  which  included  all  corporations  organized 
in  Delaware  except  certain  types  of  corporations  for  which 
there  was  provided  a  different  basis  for  the  assessment  of 
the  annual  tax  and  also  certain  other  types  of  companies 
which  were  excluded  from  the  application  of  these  sections 
of  the  tax  law.^°    In  view  of  the  characteristics  of  the 

^'^  The  following  corporations  were  excluded  from  the  application  of 
this  section  of  the  tax  law:  railroads,  railways,  canals,  banking  corporations, 
purely  charitable  or  educational  associations,  or  manufacturing  or  mining 
companies,  at  least  fifty  per  cent  of  whose  capital  stock  issued  and  out- 
standing was  invested  in  manufacturing  and  mining  carried  on  in  Delaware. 
If  less  than  fifty  per  cent  was  so  invested,  such  manufacturing  or  mining 
companies  were  to  pay  the  rates  of  those  not  carrying  on  business  in  Dela- 


Adoption  of  the  Corporation  Law  of  1899      19 

state,  the  corporations  in  this  category,  "  All  Other  Cor- 
porations," operating  outside  Delaware  were  to  comprise 
the  main  source  of  revenue,  and  the  fees  imposed  upon 
them  were  to  be  an  important  method  of  competition.  The 
annual  franchise  taxes  of  Delaware  imposed  in  1899  upon 
"  All  Other  Corporations  "  and  those  of  New  Jersey  levied 
on  a  similar  category  were  as  follows:  ^'^ 

Delaware  New  Jersey 

All  Other  Corporations: 

Tax  imposed  on  the  amount 
of  capital  stock  issued  and 
outstanding: 

Up  to  $3,000,000 1/20  of  1%  1/10  of  1% 

In   excess   of   $3,000,000 

up  to  $5,000,000 1/40  of  1%  1/20  of  1% 

In  excess  of  $5,000,000  .  .       $30.00  per  $50.00  per 

$1,000,000  $1,000,000 

or  fraction  or  fraction 

For  the  corporations  specified  as  to  type  in  the  franchise 
tax  law,  a  different  basis  was  used  in  the  calculation  of 
the  tax.  Instead  of  basing  the  tax  on  the  amount  of 
capital  stock,  the  tax  was  based  upon  the  amount  of  busi- 
ness done  in  Delaware.  The  rates  of  the  annual  tax  for 
this  group  of  companies  compared  with  those  of  New 
Jersey  were  as  follows:  ^^ 

Company  Delaware  New  Jersey 

Telegraph,  Telephone  and 

Express  companies   (not      1%  2% 

owned  by  a  railroad)  .  . 
Tax   imposed    on   gross 
revenue 

ware  with  a  deduction  allowed  from  the  capital  stock  to  the  amount  of  the 
assessed  value  of  the  real  and  personal  estate  so  used  in  manufacturing 
and  mining  in  Delaware. 

='  21  Del.  Laws,  1899,  ch.  166,  sec.  4.  N.  J.  Laws,  1884,  An  Act  to 
Provide  for  the  Imposition  of  State  Taxes  upon  Certain  Corporations  and 
for  the  Collection  thereof,  sec.  504,  as  amended  in  1892. 

"Ibid. 
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Company 

Gas    and    Electric    Light 
companies 

Tax  imposed  on  gross 
revenue  and  dividends 
in  excess  of  4% 

Oil  or  Pipe  Lines 

Tax  imposed  on  gross 
revenue 

Insurance  companies  (other 
than  life  insurance) 
Tax   imposed   on   gross 
premiums 

Life  Insurance  companies 
Tax  imposed   on   gross 
premiums  and  on  sur- 
plus on  Dec.  31 

Parlor,  Palace  and  Sleep- 
ing Car  companies 
Tax   imposed   on   gross 
revenue 


Delaware 

3/5  of  1%  of 
gross  revenue ; 
4%  on  divi- 
dends in  excess 
of  4% 

3/3  of  1% 


3/4  of  1% 


30/100  of  1% 
of  gross  pre- 
miums; 3/4  of 
1%  of  surplus. 

1^2% 


New  Jersey 

1/2  of  1%  of 
gross  revenue ; 
5  %  on  divi- 
dends in  excess 
of  4% 

4/5  of  1% 


1% 


35/100  of  1% 
of  gross  pre- 
miums ;  1  % 
of  surplus. 

2% 


Both  the  organization  tax  and  the  annual  franchise  taxes 
have  been  revised  to  provide  for  the  taxation  of  no  par 
shares,  to  lower  the  rates,  and  to  provide  a  system  of 
graduated  taxes  with  the  rate  decreasing  as  the  amount  of 
capital  stock  increases.  For  the  organization  tax  the 
authorized  capital  stock  has  been  retained  as  the  basis  for 
calculation.  In  contrast  with  the  single  rate  of  one  and 
one-half  cents  per  share  for  the  determination  of  the 
organization  fee,  the  present  law  now  imposes  the  follow- 
ing rates:  ^^ 


''^Rev.  Code,  1915,  sec.  1985-71,  as  amended  36  Del.  Laws,  1929,  ch. 
135,  sec.  20. 
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PAR  VALUE  SHARES 

For  each  share  up  to  and  including  20,000  shares  $00.01 
For  each  share  in  excess  of  20,000  shares  up  to  and 

including  200,000  shares 005 

For  each  share  in  excess  of  200,000  shares .002 

(Each  one  hundred  dollar  unit  of  authorized  capital 
stock  is  counted  as  one  taxable  share.) 

NO    PAR   VALUE    SHARES 

For  each  share  up  to  and  including  20,000  shares         .005 
For  each  share  in  excess  of  20,000   up  to  and 

including  2,000,000  shares 0025 

For  each  share  in  excess  of  2,000,000  shares.  .  .  .002 

The  minimum  tax  with  either  kind  of  stock  is  ten  dollars. 

The  rates  now  in  force  are  not  only  more  advantageous 
to  corporations  with  large  capitalizations  because  of  their 
graduated  character,  but  they  are  also  considerably  lower 
than  those  imposed  by  the  Act  of  1899.  If  an  authorized 
capitalization  of  $30,000,000  is  assumed,  divided  into 
300,000  shares  of  $100  par  value,  the  tax  at  the  present 
rate  would  be  $1,300  as  compared  with  $4,500  under  the 
Act  of  1899. 

For  the  assessment  of  the  annual  franchise  tax  the  gross 
revenue  basis,  provided  for  certain  specified  companies  in 
the  1899  law,  was  repealed  in  1929.  At  the  present  time  all 
corporations,  except  those  excluded  from  the  provisions  of 
the  Franchise  Tax  Law,  are  assessed  on  the  basis  of  the 
total  authorized  capital  stock  rather  than  on  the  basis  of 
issued  and  outstanding  shares  as  in  1899.  As  in  the  case 
of  the  organization  tax,  the  rates  have  been  reduced 
below  the  level  of  the  Act  of  1899  and  a  more  minute 
gradation  established.  The  rates  of  the  franchise  tax  as 
adopted  in  1929  and  still  in  force  are  as  follows:  ^* 

"  36  Del.  Laws,  1929,  ch.  6,  sec.  3;  Franchise  Tax  Law,  Rev.  Code 
1915,  ch.  6,  as  amended,  37  Del.  Laws,  1931.  While  this  study  was  in 
press,   the  Franchise  Tax   Law  was   amended.     See  An  Act  to  Amend 
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Authorized  Capital  Stock  not  exceeding        250  shares  $  5.00 

Authorized  Capital  Stock  not  exceeding     1,000  shares  10.00 

Authorized  Capital  Stock  not  exceeding     3,000  shares  20.00 

Authorized  Capital  Stock  not  exceeding     5,000  shares  25.00 

Authorized  Capital  Stock  not  exceeding  10,000  shares  50.00 

For  each  10,000  shares  or  part  thereof  in  excess  of  10,000 

shares  25.00 

No  tax  less  than  $5.00  nor  more  than  $25,000  may  be 
imposed,  and  each  one  hundred  dollar  unit  of  par  value 
stock  is  considered  to  represent  one  taxable  share.  With 
the  present  rates,  the  annual  tax  for  a  hypothetical  com- 
pany with  an  authorized  capital  of  300,000  shares  of  $100 
par  would  be  $775,  as  compared  with  $2,750  under  the 
rates  imposed  by  the  Act  of  1899. 

The  determination  of  the  present  competitive  position 
of  Delaware  with  respect  to  corporate  taxes  by  a  compari- 
son of  the  rates  imposed  in  other  states  is  difficult  because 
of  the  different  methods  of  assessment  or,  where  the  basis 
of  calculation  is  the  capital  stock  as  in  Delaware,  because 
of  the  different  scales  upon  which  the  rates  are  graduated. 
The  relative  competitive  position  of  Delaware  may  be 
determined,  however,  by  a  comparison  of  the  taxes  which 
a  particular  corporation  would  pay  in  the  various  states. 
Standard  Brands,  Inc.,  formed  in  Delaware  August  14, 
1929,  has  been  selected  for  the  purpose.  The  capital  stock 
authorized  by  the  certificate  of  incorporation  amounts  to 
21,000,000  no  par  shares,  divided  into  1,000,000  no  par 
preferred  stock  and  20,000,000  no  par  common  shares. 
As  of  December  31,  1934,  70,558  shares  of  preferred  and 
12,645,380  common  were  outstanding,  a  total  of  12,715,- 
938.  The  organization  fee  and  the  annual  franchise  tax 
which  the  company  would  have  paid  has  been  calculated 


Chapter  6  of  the  Revised  Code  of  the  State  of  Delaware  of  1933  Relating 
to  Franchise  Taxes.  The  new  statute  offers  to  certain  corporations  a 
material  reduction  in  the  annual  tax. 
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from  the  rates  levied  by  a  number  of  states  whose  laws 
permit  of  ready  comparison. 

For  the  purpose  of  assessing  the  organization  fee,  a 
number  of  states  use  the  authorized  capital  stock.  These 
states  include  some  important  industrial  commonwealths 
as  well  as  others  which,  while  not  important  industrially, 
have  made  efforts  to  attract  corporations.  The  following 
table  indicates  the  organization  tax  Standard  Brands,  Inc. 
would  have  paid  on  the  21,000,000  shares  of  authorized 
capital  stock  if  the  company  had  been  organized  under  the 
laws  of  any  of  the  listed  states. ^^ 

Organization  Fee  of  Standard  Brands,  Inc.  under  the 
Laws  of  Selected  States 

State  of  Incorporation  Organization  Fee 

Arizona    $             85.00 

Virginia   600.00 

Nevada 2,100.00 

West  Virginia 2,500.00 

Maryland    42,700.00 

Delaware    43,050.00 

Maine 43,050.00 

Ohio 55,100.00 

New  Jersey 210,000.00 

New  York 1,050,000.00 

When  compared  with  some  of  the  other  small  incor- 
porating states,  the  law  of  Delaware  does  not  afford 
incorporators  large  savings  in  the  amount  of  the  organiza- 
tion fees.  When  the  comparison  is  made  with  the  larger 
industrial  states  which  are  important  in  the  organization 

"  The  organization  fees  have  been  calculated  from  the  rates  contained 
in  the  various  state  laws  as  published  in  the  Prentice-Hall  Cumulative 
Corporation  Service.  With  the  exception  of  the  state  of  Arizona,  the 
organization  fee  in  all  of  the  above  states  is  based  upon  the  authorized 
capital  stock.  In  Arizona  certain  miscellaneous  fees  amounting  to  $35.00 
are  charged  which,  together  with  the  publication  costs  of  $50.00,  make 
the  total  expense  of  organization  $85.00. 

3 
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of  companies  the  advantages  of  the  Delaware  law  become 
more  marked,  particularly  in  the  case  of  New  Jersey  and 
New  York.  In  the  latter  two  states,  the  tax  is  based  upon 
a  fiat  rate  per  share,  the  rate  in  New  Jersey  being  one 
cent  for  each  no  par  share  and  in  New  York  five  cents  per 
share.  In  Delaware  and  in  the  other  states  in  the  above 
compilation,  with  the  exception  of  Arizona,  the  rate  de- 
creases as  the  amount  of  authorized  capital  stock  increases. 
Since  the  organization  fee  is  a  non-recurring  expense, 
the  annual  franchise  tax  is  of  more  importance  to  the 
organizers  of  corporations.  In  the  following  comparison 
of  the  annual  tax  which  Standard  Brands,  Inc.  would  pay 
in  various  states,  Ohio  ^^  and  New  York "  have  been 
omitted  because  of  different  bases  of  assessment.^^ 

Annual  Franchise  Tax  of  Standard  Brands,  Inc.  under 
Laws  of  Selected  States 

State  of  Incorporation  Annual  Franchise  Tax 

Nevada    $  5.00 

Arizona 20.00 

West   Virginia 2,500.00 

Delaware 25,000.00  (maximum) 

Maryland    25,832.00 

New  Jersey 32,614.00 

Virginia 33,100.00 

Maine    52,525.00 

^®  In  Ohio  the  tax  is  based  upon  the  proportion  of  the  fair  value  of  the 
issued  capital  stock  represented  by  property  owned  in  Ohio. 

^^  In  New  York  three  alternatives  are  provided,  but  the  tax  is  based 
either  on  the  income  represented  by  the  portion  of  assets  segregated  to  or 
the  capital  stock  employed  in  New  York. 

^*  The  calculated  taxes  are  based  upon  the  rates  imposed  by  the  various 
state  laws  as  published  in  the  Prentice-Hall  Cumulaih'e  Corporation  Ser- 
vice. In  Nevada  the  $5.00  annual  fee  is  for  the  filing  of  the  annual  report, 
while  in  Arizona  the  $20.00  annual  fee  includes  the  annual  registration 
fee  of  $15.00  and  a  fee  of  $5.00  for  filing  the  annual  report.  The  tax  in 
the  other  states  is  based  upon  the  21,000,000  shares  of  authorized  capital 
stock,  except  in  Maryland  and  New  Jersey  where  the  tax  is  calculated  upon 
the  12,715,938  shares  of  capital  stock  issued  and  outstanding  as  required 
by  the  laws  of  these  states. 
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With  respect  to  the  annual  franchise  tax,  the  law  of 
Delaware  is  more  advantageous  to  incorporators  when 
compared  with  other  states  than  it  is  with  respect  to  the 
organization  fees.  This  is  particularly  true  for  large  cor- 
porations in  view  of  the  $25,000  maximum  tax.  If  no 
maximum  were  provided,  the  annual  tax  in  Delaware 
for  Standard  Brands,  Inc.  would  have  been  $52,525  in- 
stead of  $25,000.  The  taxes  as  calculated  for  Maryland 
and  New  Jersey  are  not  strictly  comparable  with  the  tax 
under  the  Delaware  law  inasmuch  as  the  tax  in  the  former 
two  states  is  based  upon  issued  and  outstanding  capital 
stock.  If  the  tax  in  Maryland  or  New  Jersey  is  calculated 
upon  the  assumption  that  the  total  21,000,000  authorized 
shares  were  outstanding,  the  Delaware  law  appears  even 
more  advantageous  to  incorporators.  Upon  this  assump- 
tion the  annual  tax  in  Maryland  would  be  $42,400  and  in 
New  Jersey  $52,375. 

The  most  significant  feature  of  the  Delaware  policy  in 
its  relation  to  the  development  of  the  corporation  in  the 
United  States  is  the  powers  and  privileges  contained  in 
the  Act  of  1899,  and  it  is  wath  this  aspect  of  the  new  law, 
together  with  the  subsequent  changes,  that  the  remainder 
of  the  study  is  primarily  concerned.  In  addition  to  an  easy 
method  of  corporate  formation  and  low  taxes,  the  new 
legislation  had  to  contain  the  powers  and  privileges 
deemed  desirable  or  necessary  by  the  business  men  of  the 
period,  in  order  to  attract  incorporators  of  companies  to 
Delaware.  Since  the  New  Jersey  law  was  the  popular 
statute  for  incorporation,  the  draftsmen  of  the  Delaware 
Law  of  1899  took  over  its  principal  features,  in  some  cases 
without  change  in  language.  By  so  doing  they  wrote  into 
the  law  sections  which  had  already  been  construed  by  the 
New  Jersey  courts.  The  presumption  that  the  construction 
in  New  Jersey  would  be  accepted  in  Delaware  was  sup- 
ported at  an  early  date  by  a  decision  of  the  Court  of 
Chancery  of  Delaware  rendered  in  1900  to  the  effect  that 
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the  legislature,  in  adopting  the  language  of  the  New 
Jersey  statute,  had  intended  to  incorporate  in  the  Delaware 
law  the  construction  of  the  New  Jersey  courts. ^^  In  this 
way  a  measure  of  certainty  was  secured  for  the  new  law 
which  original  language  would  not  have  afforded. 

"  Wilmington  City  Ry.  Co.  v.  People's  Ry.  Co.,  47  A.  245   (Del.  Ch., 
1900). 


CHAPTER  II 
The  Certificate  of  Incorporation 

Under  general  incorporation  laws  the  certificate  of  in- 
corporation filed  with  the  appropriate  state  authority 
becomes  the  charter  of  incorporation  and  defines  the  extent 
of  the  corporation's  powers.  The  information  required 
for  such  certificate  includes  ordinarily  the  corporate  name, 
the  location  of  the  company,  the  object  of  the  organization, 
the  capital  stock,  the  number  of  shares  into  which  it  is 
divided  and  the  terms  and  provisions  of  each  kind  or  class 
of  stock,  the  names  of  the  incorporators,  and  the  duration 
of  the  company.  The  charter,  together  with  the  general 
corporation  law,  is  equivalent  to  the  former  special  act 
of  incorporation  ^  and  is  the  "  constitution  "  of  the  cor- 
poration. These  two  in  conjunction  define  and  limit  the 
powers  of  the  individual  corporation  and  the  rights  and 
powers  of  its  stockliolders  and  directors.  Any  power  which 
is  not  enumerated  in  the  charter  and  general  law  or  which 
cannot  be  inferred  from  these  two  sources  is  ultra  vires  of 
the  corporation. - 

In  Delaware  the  present  form  of  the  corporation  has 
been  achieved  by  enlarging  the  powers  contained  in  both 
these  sources.  As  in  the  other  states,  the  law  has  been 
frequently  amended  to  increase  the  express  statutory 
powers  conferred  upon  corporations,  directors,  and  stock- 
holders. The  present  form  of  the  Delaware  corporation 
as  distinguished  from  the  form  of  the  corporation  in  some 
of  the  other  states  has  been  effected  also  by  conferring 
upon  incorporators  what  might  be  termed  a  power  of  self- 
determination.  This  important  characteristic  of  the  Dela- 

^  Ellerman  v.  Chicago  Junction  Rys.,  etc.,  Co.,  49  N.  J.  Eq.  217,  23  A. 
287   (1891). 

'Arthur  Machen,  A  Treatise  on  the  Modern  Law  of  Corporations, 
sec.  32. 
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ware  corporation  has  resulted  from  the  provisions  in  the 
general  law  regulating  the  framing  of  charters. 

The  establishment  of  the  power  of  self-determination 
was  instituted  by  a  series  of  amendments  to  the  corpora- 
tion law  of  New  Jersey  authorizing  incorporators  to  in- 
clude special  provisions  in  the  charters  in  addition  to  those 
required  by  law.  The  nature  of  the  provisions  which 
incorporators  were  permitted  to  include  in  charters  was 
broadly  defined  in  the  amendments  authorizing  them.  The 
Revised  Corporation  Law  of  1875  of  New  Jersey  provided: 

The  certificate  may  contain  any  limitation  upon  the  powers  of 
the  corporation,  directors  and  stockholders  that  the  parties  signing 
the  same  desire;  provided  such  limitation  does  not  attempt  to 
exempt  the  corporation,  the  directors  or  the  stockholders  from  the 
performance  of  any  duty  imposed  by  law.^ 

The  Delaware  Law  of  1883  contained  a  provision  identical 
with  this  clause  of  the  New  Jersey  Corporation  Law  of 
1875.' 

This  section  of  the  New  Jersey  Law  of  1875  continued 
unaltered  until  1896  when  it  was  amended  and  a  new 
section  inserted  which  provided  that: 

The  certificate  of  incorporation  may  also  contain  any  provision 
which  the  incorporators  may  choose  to  insert,  for  the  regulation 
of  the  business  and  for  the  conduct  of  the  affairs  of  the  corpora- 
tion, and  any  provision  limiting  and  regulating  the  powers  of  the 
corporation,  the  directors  and  the  stockholders,  or  any  class  or 
classes  of  stockholders;  provided  such  provision  is  not  incon- 
sistent with  this  act.^ 

In  1898  the  above  section  of  the  New  Jersey  law  was 
again  amended  by  introducing  the  words  "  creating  "  and 
"  defining."  In  this  manner  charter  clauses  were  permitted 

^  N.  J.,  Revised  Corporation  Law,  1875,  sec.  10. 
*  17  Del.  Laws,  1883,  ch.  147,  sec.  11. 
''N.  J.  Laws,  1896,  ch.  185,  sec.  8. 
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"  creating  and  defining  "  as  well  as  "  limiting  and  regulat- 
ing the  powers  of  the  corporation,  directors  and  stock- 
holders. .  .  ."  The  final  form  of  this  section  in  the  New 
Jersey  statute  as  amended  in  1898  was  as  follows: 

The  certificate  may  also  contain  any  provision  which  the  in- 
corporators may  choose  to  insert,  for  the  regulation  of  the  business 
and  the  conduct  of  the  affairs  of  the  corporation,  and  any  pro- 
vision creating,  defining,  limiting,  and  regulating  the  powers  of 
the  corporation,  the  directors  and  the  stockholders  or  any  class  or 
classes  of  stockholders;  provided  such  provision  is  not  incon- 
sistent with  this  act.^ 

The  power  conferred  by  this  section  of  the  law  was  a 
significant  factor  in  the  liberal  policy  of  New  Jersey 
toward  corporations.  According  to  the  investigation  of  the 
United  States  Industrial  Commission,  the  liberal  form  of 
the  charter  together  with  the  practically  unlimited  powers 
granted  to  business  corporations  organized  under  the  New 
Jersey  statute  were  important  features  attracting  incorpora- 
tors to  that  state."^ 

Recognizing  the  value  of  a  liberal  charter  form,  the 
draftsmen  of  the  Delaware  Act  of  1899  adopted  with  a 
mmor  change  the  section  of  the  New  Jersey  law,  as 
amended  in  1898,  permitting  charter  clauses  for  the  regula- 
tion and  conduct  of  the  business  and  for  the  creation  and 
regulation  of  the  powers  of  the  corporation,  directors,  and 
stockholders.^    In  this  manner  incorporators  organizing 

"N.  J.  Laws,  1898,  ch.  172. 

'  U.  S.  Industrial  Commission,  Report,  1901,  I,  11. 

'  21  Del.  Laws,  1899,  ch.  273,  sec.  8,  Rev.  Code,  1915,  sec.  1919-5. 
Section  8  reads  in  full:  "  The  Certificate  of  Incorporation  may  also  contain 
any  provision  which  the  incorporators  may  choose  to  insert  for  the  man- 
agement of  the  business  and  for  the  conduct  of  the  affairs  of  the  corpora- 
tion, and  any  provision  creating,  defining,  limiting  and  regulating  the 
powers  of  the  corporation,  the  directors  and  stockholders;  provided,  such 
provisions  are  not  contrary  to  the  laws  of  this  State." 

The  only  changes  made  by  the  Delaware  legislature  was  the  substitution 
of  the  word  "  contrary  "  for  the  word  "  inconsistent  "  used  in  the  language 
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under  the  Delaware  law  were  permitted  the  same  power  in 
framing  charters  that  they  could  have  obtained  in  New 
Jersey. 

The  significance  of  this  legislation  concerning  the  fram- 
ing of  charters  was  described  by  various  writers.  Josiah 
Marvel,  an  early  commentator  on  the  Delaware  Law  of 
1899,  stated  that  this  provision  reversed  the  tests  of  charter 
provisions  followed  in  other  states  which  permitted  no 
powers  to  be  inserted  in  charters  except  those  which  were 
expressly  given  or  necessarily  implied  from  those  stated  in 
the  general  law.^  He  said  that  in  Delaware,  however,  any 
provision  might  be  included  in  the  charter  unless  it  was 
expressly  or  by  inference  forbidden  by  statute.  James  B. 
Dill,  commenting  upon  the  comparable  section  of  the  New 
Jersey  statute,  said: 

This  is  perhaps  an  innovation  in  general  enabling  acts,  and  if 
the  word  "  create  "  is  to  be  given  its  usual  and  ordinary  meaning, 
it  is  as  though  the  legislature  has  endowed  the  corporators  with 
the  law  making  power,  enabling  them  to  give  the  corporation  such 
powers  as  they  see  fit,  provided  only  that  such  powers  are  not 
inconsistent  with  the  act  itself.  In  other  words,  unless  a  power 
is  expressly  or  impliedly  forbidden  by  the  statute  it  may  be  created 
under  this  section.^^ 

The  effect  of  the  authority  granted  incorporators  has 
been  to  enable  them  by  their  own  action  to  determine  the 
form  of  their  corporation.  The  power  of  self-determina- 
tion has  been  used  in  two  directions:  in  the  powers  which 
may  be  exercised  by  the  corporation  in  the  conduct  of  its 
business  with  outsiders  and  in  the  internal  organization 
of  the  corporation. 

of  the  New  Jersey  section  and  the  omission  of  the  words  "  or  any  class  or 
classes  of  stockholders." 

®  Marvel,  Delaware  Corporation,  Address  before  the  Students  of  Finance 
r.nd  Economy,  University  of  Pennsylvania,  May  14,   1902. 

^''  James  B.  Dill,  The  Statutory  and  Case  Law  Applicable  to  Private 
Companies  under  the  General  Corporation  Act  of  New  Jersey  (2d  ed.), 
p.  22. 
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In  tlie  transaction  of  its  business  with  outsiders,  the 
authority  conferred  upon  incorporators  by  this  legislation 
has  been  used  to  increase  the  range  of  powers  which  a 
corporation  may  exercise  in  connection  with  the  particular 
object  or  objects  for  which  it  was  organized.  Since  the 
corporation  is  an  artificial  creature  of  the  law,  it  may 
exercise  only  the  powers  which  have  been  granted  by  the 
law  which  created  it.  The  Delaware  Act  of  1899  pro- 
vided for  three  groups  of  powers.  The  first  consisted  of 
certain  powers  which  all  corporations,  irrespective  of  their 
purpose,  might  exercise.  These  included  the  powers  to 
have  succession  by  the  corporate  name,  to  sue  and  be  sued, 
to  have  a  corporate  seal,  to  hold  property,  to  make  by-laws, 
and  to  appoint  officers.  A  second  group  included  all  the 
powers  and  privileges  contained  in  the  act,  in  addition  to 
those  given  above,  but  they  were  made  available  to  cor- 
porations only  in  so  far  as  they  might  be  necessary  or 
convenient  to  the  attainment  of  the  objects  set  forth  in  the 
charter.  The  third  group  was  comprised  of  the  implied 
powers  necessary  for  the  exercise  of  the  powers  given  in 
the  other  groups. 

The  doctrine  of  implied  powers  had  permitted  the 
exercise  of  a  variety  of  powers  necessary  for  the  accomp- 
lishment of  the  primary  object  of  incorporation  and  for  the 
transaction  of  its  business.  Victor  Morawetz  in  1886 
described  the  rule  for  the  exercise  of  corporate  powers 
necessary  for  the  transaction  of  the  business  of  the  enter- 
prise as  follows: 

It  is  a  well-established  general  rule,  that  a  corporation  may  carry 
on  the  business  for  which  it  was  chartered  in  the  manner  in  which 
a  business  of  that  particular  kind  is  usually  carried  on.  What  the 
usual  manner  of  carrying  on  a  business  is  cannot  be  determined 
by  the  application  of  purely  legal  principles;  it  is  a  question  of 
fact,  and  not  a  question  of  law.  .  .  .  The  right  of  a  corporation 
to  perform  an  act  depends,  in  every  case,  upon  all  the  surrounding 
circumstances;  no  act  is  authorized  under  all  circumstances,  and 
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facts  can  be  conceived  which  would  render  almost  any  act  justi- 
fiable.ii 

Implied  powers  had  also  been  broadly  construed  by  the 
courts.  In  New  Jersey  the  construction  placed  upon  the 
phrase  "  necessary  to  the  exercise  of  the  powers  expressly 
conferred"  was  settled  in  1871,  when  the  Court  of  Errors 
and  Appeals  stated  that  "  power  necessary  to  a  corporation 
does  not  mean  simply  power  which  is  indispensable.  .  .  . 
A  power  which  is  obviously  appropriate  and  convenient 
to  carry  into  effect  the  franchise  granted  has  always  been 
deemed  a  necessary  one."  ^^ 

While  the  doctrine  of  implied  powers  permitted  the 
performance  of  a  wide  variety  of  acts  necessary  for  the 
attainment  of  the  object  of  the  organization,  certain 
powers  commonly  desired  by  business  men  could  not  in 
all  cases  be  implied  as  incidental  to  the  primary  object. 
Of  this  character,  for  example,  were  the  powers  to  pur- 
chase and  hold  stocks  of  other  corporations,  to  promote 
other  companies,  to  guarantee  the  performance  of  under- 
takings or  obligations  of  business  firms  in  which  the  cor- 
poration might  have  an  interest,  and  the  power  to  purchase 
shares  of  the  corporation's  own  stock. 

By  the  authority  to  create  corporate  powers  not  contrary 
to  law,  it  was  made  possible  to  exercise  powers  by  includ- 
ing them  in  the  purpose  clause  of  the  certificate  of  incor- 
poration as  independent  objects  or  purposes  where  there 
might  be  doubt  as  to  whether  such  powers  could  be  implied 
as  necessary  to  the  attainment  of  the  primary  object  of  the 
corporation.  The  article  in  the  charters  of  Delaware  cor- 
porations which  sets  forth  the  purposes  of  the  corporation 
now  enumerates  the  special  object  of  the  organization  and 
a  wide  variety  of  general  powers.  By  construing  the  items 
in  the  purpose  clause  as  objects  and/or  powers,  a  given 

^^  Victor  Morawetz,  A  Treatise  on  the  Law  of  Private  Corporations  (2d 
ed.),  I,  347. 

"-^  State  V.  Hancock,  35  N.  J.  Law  537  (1871). 
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object  becomes  exercisable  either  as  an  independent  object 
or  as  a  power  to  be  used  in  connection  with  some  other 
object  contained  in  the  purpose  clause.  Delaware  certifi- 
cates of  incorporation  commonly  contain  provisions  de- 
claring that  this  construction  shall  be  placed  upon  the 
items  in  the  purpose  clause.  The  following  clause  taken 
from,  the  certificate  of  the  General  Printing  Ink  Corpora- 
tion, formed  in  1929,  is  typical  of  such  declarations.  After 
enumerating  a  number  of  purposes,  the  certificate  provides 
that: 

The  foregoing  clauses  of  this  Article  shall  be  construed  as  pur- 
poses, objects  and  powers,  and  the  matters  expressed  in  each  clause 
shall  not  be  limited  in  any  way,  except  as  otherwise  expressly 
provided,  by  reference  to  or  inference  from  the  terms  of  any  other 
clause  (or  any  other  matter  within  the  same  clause) ,  but  shall  be 
regarded  as  independent  purposes,  objects  and  powers.  The  enu- 
meration of  specified  purposes,  objects,  and  powers  shall  not  be 
considered  to  exclude,  limit  or  restrict  in  any  manner  any  power, 
right  or  privilege  given  to  the  Corporation  by  law,  or  to  limit  or 
restrict  the  meaning  of  the  general  terms  or  the  general  powers 
of  the  Corporation,  nor  shall  the  expression  of  one  thing  be 
deemed  to  exclude  another,  although  it  be  of  like  nature,  not 
expressed.  13 

The  second  direction  in  which  incorporators  have  used 
the  power  of  self-determination  in  framing  charters,  and 
the  one  in  which  probably  the  greatest  advantage  lies,  has 
been  in  the  internal  organization.  By  the  authority  to 
create,  define,  limit,  and  regulate  the  powers  of  the  direc- 
tors and  stockholders,  incorporators  have  been  able  to 
adjust  the  internal  relationship  of  the  groups  interested  in 
the  corporation  in  the  manner  deemed  best  suited  to  pro- 
duce efficiency  in  the  management  and  in  the  financial 
organization.  The  authority  has  enabled  incorporators  to 
expand  more  fully  the  terms  of  the  certificate  of  incorpora- 

^'  General  Printing  Ink  Corporation,  Certificate  of  Incorporation,  dated 
March  28,  1929,  on  file  at  the  office  of  the  secretary  of  state,  Dover,  Del. 
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tion  as  a  private  contract  between  stockholders/*  The 
significance  of  this  phase  of  the  charter  has  been  described 
by  Mr.  Machen  as  follows: 

In  this  aspect,  the  instrument  derives  its  efficacy,  not  from  the 
incorporation  law  or  companies  act,  but  from  the  common  law  of 
contracts  of  copartnerships  and  joint  enterprises;  and  accordingly 
its  provisions  are  effective  to  the  same  extent  as  similar  provisions 
in  the  articles  of  agreement  of  a  copartnership  .  .  .  except  in  so 
far  as  the  statute  under  which  the  company  is  incorporated  may 
otherwise  provide.^^ 

An  examination  of  the  charters  of  companies  organized 
under  the  Delaware  Law  of  1899  and  the  subsequent 
amendments  indicates  the  manner  in  which  incorporators 
have  availed  themselves  of  the  privileges  relating  to  the 
framing  of  charters.  Where  a  given  power  has  been  regu- 
lated by  the  General  Incorporation  Law,  the  charter  pro- 
visions have  been  in  accord  with  the  statutory  regulation. 
In  some  cases,  however,  provisions  have  been  included  in 
the  charters  of  individual  companies  upon  which  the  law 
at  the  time  was  silent.  Later,  when  the  usefulness  of  the 
extension  of  power  had  been  demonstrated  in  the  conduct 
of  the  affairs  of  corporations,  these  provisions  have  been 
included  in  amendments  to  the  general  law. 

The  right  to  sell  the  entire  assets  and  franchises  of  a 
corporation  as  an  entity  by  the  affirmative  vote  of  three- 
fourths  of  the  stock  outstanding  was  provided  for  in  the 
certificates  of  the  Crex  Carpet  Company,^^  incorporated  in 

^*  The  threefold  nature  of  the  certificate  of  incorporation  has  been  fre- 
quently pointed  out  by  the  courts.  In  Morris  v,  American  Public  Utilities 
Co.,  14  Del.  Ch.  136,  122  A.  696,  the  charter  was  said  to  include  three 
contracts,  one  between  the  state  and  the  corporation,  the  second  between 
the  corporation  and  the  shareholders,  and  the  third  between  the  stock- 
holders inter  se. 

^■^  Machen,  sec.  33. 

^®  Crex  Carpet  Company,  Certificate  of  Incorporation,  dated  June  8, 
1899,  on  file  at  the  office  of  the  secretary  of  state,  Dover,  Del. 
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1899,  and  of  the  Brunswick-Balke-CoUender  Company," 
formed  in  1907.  The  statute  contained  no  provisions  for 
such  sales  until  1917  when  regulations  were  included/^ 
doubtless  as  a  result  of  the  controversy  over  a  similar 
charter  clause  which  was  settled  by  the  courts  in  1915/^ 
The  certificate  of  the  Liquid  Carbonic  Corporation,-*^ 
formed  in  1926,  contained  a  provision  authorizing  it  by 
vote  of  the  board  of  directors  to  apportion  between  capital 
and  surplus  the  consideration  received  for  stock  issued. 
The  next  year,  in  1927,  the  statute  was  amended  to  include 
this  power.-^  The  authority  to  limit  or  deny  the  preemp- 
tive subscription  rights  of  stockholders  is  likewise  found 
in  the  charters  of  corporations  formed  prior  to  the  statu- 
tory amendment,  passed  in  1927,  authorizing  the  limita- 
tion or  denial  of  the  right.^^ 

The  Delaware  courts  have  had  occasion  to  review  cer- 
tain charter  provisions  which  had  been  included  in  certifi- 
cates of  incorporation  prior  to  statutory  amendments 
regulating  the  subject  matter  of  such  clauses.  Although 
the  decisions  are  based  on  the  particular  circumstances  of 
the  individual  company,  the  opinions  rendered  in  these 
cases  indicate  the  extent  to  which  incorporators  may  use 
the  power  of  self-determination  in  regulating  the  internal 
organization  of  the  corporation.  In  the  case,  Butler  v. 
New  Keystone  Copper  Company,-^  decided  in  1913,  the 

'^'^  Brunswick-Balke-Collender  Company,  Certificate  of  Incorporation, 
dated  December  31,  1907,  on  file  at  the  office  of  the  secretary  of  state, 
Dover,  Del. 

"Rev.  Code,  1915,  sec.  1978a-64a  as  amended,  29  Del.  Laws,  1917,  ch. 
113,  sec.  17. 

"■"  Butler  V.  New  Keystone  Copper  Co.,  10  Del.  Ch.  371,  93  A.  380 
(1915). 

'°  Liquid  Carbonic  Corporation,  Certificate  of  Incorporation,  dated  July 
23,  1926,  on  file  at  the  office  of  the  secretary  of  state,  Dover,  Del. 

"Rev.  Code  1915,  sec.  1928-14,  as  amended,  35  Del.  Laws,  1927,  ch. 
85,  sec.  8. 

"Rev.  Code  1915,  sec.  1919-5,  as  amended,  35  Del.  Laws,  1927,  ch. 
85,  sec.  4. 

''^Butler  V.  New  Keystone  Copper  Co.,  10  Del.  Ch.  371,  93  A.  380 
(1915). 
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Court  of  Chancery  had  under  consideration  the  charter 
clause,  previously  mentioned,  which  provided  that  the 
directors  of  the  company  had  the  authority  to  dispose  of 
the  assets  and  franchises  of  the  company  as  an  entity 
pursuant  to  the  affirmative  vote  of  three-fourths  of  the 
stock  outstanding.  The  statute  contained  no  provision 
regulating  the  sale  in  this  manner.  Under  common  law, 
the  sale  of  the  assets  of  a  prosperous  concern  could  be 
accomplished  only  by  unanimous  consent  of  the  stock- 
holders, except  as  a  step  toward  liquidation.  The  prop- 
erty involved  was  a  mine  which  had  been  a  disappoint- 
ment and  its  further  development  would  have  been  un- 
profitable. When  the  directors  called  a  special  meeting  to 
secure  the  required  vote,  a  dissatisfied  stockholder  en- 
deavored to  obtain  an  injunction  to  stop  the  proposed  sale. 

In  this  case  the  common  law  restriction  on  the  sale  of 
assets  as  an  entity  was  overridden  by  the  charter  clause  of 
the  company.  The  decision  of  the  court,  permitting  the 
sale,  was  based  on  the  grounds  that  the  purchase  and  sale 
of  mines  had  been  included  in  the  certificate  of  incorpora- 
tion as  one  of  the  purposes  of  the  organization  and,  there- 
fore, if  the  charter  provisions  were  broad  enough  to  include 
such  sale  within  the  corporate  purpose,  it  was  within 
the  power  of  the  majority  of  the  stockholders  to  sell  even 
against  the  protest  of  a  minority.  By  the  terms  of  the 
agreement  between  the  stockholders,  power  was  given  to 
the  directors  to  sell  substantially  all  the  property  of  the 
company  with  the  assent  of  three-fourths  of  the  stock- 
holders; therefore,  everyone  who  took  shares  was  bound 
by  that  provision  if  the  power  was  exercised  in  good  faith. 

The  provision  in  another  charter,  which  was  upheld  by 
the  Delaware  Court  of  Chancery,  reserved  the  right  to 
amend  the  certificate  of  incorporation  in  the  manner  then 
or  thereafter  provided  by  law,  and  made  the  rights  granted 
therein  subject  to  this  reservation.^*   As  in  the  preceding 

''^  Davis  V.  Louisville  Gas  and  Electric  Co.,  16  Del.  Ch.  157,  142  A.  654 
(1928). 
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case,  the  fact  that  the  certificate  of  incorporation  was  an 
agreement  between  shareholders  and  had  included  this 
provision  was  an  important  element  in  the  decision  of  the 
court  upholding  an  amendment  to  the  certificate  of  incor- 
poration which  altered  the  participating  dividends  of  Class 
A  and  B  stock.  Shareholders  held  their  stock  subject  to 
the  exercise  by  the  corporation  of  this  reserve  power.  The 
charter  provision  was,  therefore,  authority  for  the  modifi- 
cation of  the  relative  rights  of  the  stockholders  under  the 
1927  amendment  to  the  general  law  which  authorized  an 
alteration  in  this  manner  even  if  the  company  had  been 
formed  prior  to  1927. 

The  Delaware  Supreme  Court  has  interpreted  the  phrase 
"  creating,  defining,  limiting  and  regulating  "  the  powers 
of  stockholders  to  mean  that  the  authority  granted  by  the 
legislature  in  the  section  dealing  with  additional  charter 
clauses  does  not  permit  a  corporation  to  deny  absolutely 
any  power  or  right  possessed  by  stockholders  at  law.  In 
the  case,  State  ex  rel.  Cochran  v.  Penn-Beaver  Oil  Com- 
pany,-'" the  court  decided  that  the  right  conferred  by  this 
section  w^ould  not  support  a  charter  provision  vesting  in 
the  board  of  directors  the  power  arbitrarily  to  deny  stock- 
holders inspection  of  accounts  and  books  of  the  corpora- 
tion, a  right  w^hich  they  possessed  at  common  law.  The 
court  stated  that  the  provision  must  be  used  reasonably  to 
limit  and  regulate  the  right  of  inspection  by  stockholders. 
This  common  law  right  could  be  taken  away  only  by  a 
statute  that  expressly  or  by  necessary  implication  author- 
ized its  denial.  Inasmuch  as  there  was  no  such  statute, 
the  charter  clause  denying  the  pow^r  legally  formed  no 
part  of  the  certificate  of  the  company  and  was  to  be 
disregarded. 

The  statute  permitted  wide  discretion  not  only  in  the 
framing  of  the  certificate  of  incorporation  but  also  in  the 

"  State  ex  rel.  Cochran  v.  Penn-Beater  Oil  Co.,  34  Del.  81,  143  A.  257 
(1926). 
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changing  of  the  certificate  by  amendment.  The  section  of 
the  act  which  authorized  modifications  in  the  certificate 
of  incorporation  has  been  one  of  the  most  frequently 
amended,  the  two  most  important  changes  being  those  of 
1917  and  1927  affecting  the  terms  and  conditions  of  the 
issue  of  preferred  stock.  Section  135  of  the  Act  of  1899 
authorized  a  number  of  specific  changes,  all  of  a  funda- 
mental character.^^  The  section  was  reworded  in  broader 
language  in  the  revision  of  1901,^^  and  again  amended  in 
1903  ^^  and  1909-  By  the  last  amendment  the  part  of 
section  26  dealing  with  the  manner  in  which  corporations 
could  amend  their  certificates  of  incorporation  was  as 
follows: 

Any  corporation  of  this  State  existing  prior  to  the  passage  of 
this  amendatory  Act,  whether  created  by  special  act  or  general 
law,  or  any  corporation  created  under  the  provisions  of  this  Act, 
may  from  time  to  time,  when  and  as  desired  amend  its  certificate 
of  incorporation,  either  by  addition  to  its  corporate  powers  and 
purposes,  or  diminution  thereof;  or  by  substitution  of  other 
powers  and  purposes,  in  whole  or  in  part,  for  those  prescribed  by 
its  charter;  or  by  increasing  or  decreasing  its  authorized  capital 
stock  or  by  changing  the  number  and  par  value  of  the  shares  of 
its  capital  stock,  by  changing  its  corporate  title  or  by  making  any 
other  change  or  alteration  in  its  certificate  of  incorporation  that 
may  be  desired ;  provided  that  such  amendment,  change  or  altera- 
tion shall  contain  only  such  provisions  as  it  would  be  lawful  and 
proper  to  insert  in  an  original  certificate  of  incorporation  made 
at  the  time  of  making  such  amendment.^^ 

The  section  as  amended  in  1909  contained  no  specific 
reference  to  changes  in  the  contract  terms  of  preferred 
stock.  In  1917  provision  was  made  for  the  protection  of 
preferred  stockholders  as  a  class  if  changes  in  the  prefer- 

"21  Del.  Laws,  1899,  ch.  273,  sec.  135. 
"22  Del.  Laws,  1901,  ch.  166,  sec.  1. 
"  22  Del.  Laws,  1903,  ch.  392,  sec.  11. 
^^  25  Del.  Laws,  1909,  ch.  155,  sec.  1. 
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enccs  given  to  one  or  more  classes  of  preferred  stock  were 
involved. ^°  A  clause  was  added  in  that  year  which  re- 
quired, when  amendments  were  made  altering  or  changing 
the  preferences  given  to  any  class  of  preferred  stock  or 
which  increased  or  decreased  the  amount  of  the  authorized 
stock  of  such  class,  or  which  increased  or  decreased  the 
par  value,  that  the  affirmative  vote  of  a  majority  of  the 
preferred  stock  affected  by  the  amendment  should  be 
necessary  to  the  adoption  of  the  amendment,  whether  or 
not  such  stock  had  voting  rights,  in  addition  to  the  affirma- 
tive vote  of  the  majority  of  other  classes  of  stock  entitled 
to  vote  thereon. 

The  1927  amendment  specifically  authorized  broad 
changes  with  respect  to  the  terms  and  conditions  for  the 
issue  of  preferred  stock  by  authorizing  modifications  not 
only  in  preferences  but  also  in  the  special  rights  of  shares. 
This  was  accomplished  by  the  addition  of  a  clause  which 
authorized  corporations  to  amend  the  certificate  in  the 
following  manner: 

by  increasing  or  decreasing  its  authorized  capital  stock  or  re- 
classifying the  same  or  by  changing  the  number,  par  value,  desig- 
nations, preferences,  or  relative,  participating,  optional,  or  other 
special  rights  of  the  shares,  or  the  qualifications,  limitations  or 
restrictions  of  such  rights,  .  .  .^i 

The  amendment  of  1927  also  provided  for  the  affirmative 
vote  of  the  majority  of  the  stock  affected  by  the  changes 
sanctioned.  From  the  wording  of  this  change  in  the  statute 
almost  any  term  in  the  contract  of  the  corporation  with 
the  preferred  stockholder  may  be  altered. 

Authority  for  the  change  of  the  corporate  charter  is  an 
essential  part  of  the  system  of  incorporation  under  general 

"Rev.  Code,  1915,  sec.  1940-26,  as  amended,  29  Del.  Laws,  1917,  ch. 
113,  sec.  12. 

"Rev.  Code,  1915,  sec.  1940-26,  as  amended,  35  Del.  Laws,  1927,  ch. 
85,  sec.  10. 
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incorporation  statutes  and  is  necessary  to  make  possible 
the  adaptation  of  the  corporation  to  changed  economic 
situations,  an  adjustment  which  was  accomplished  by 
special  act  of  the  legislature  under  the  old  system.  Changes 
in  the  capital  structure  are  particularly  bound  up  with 
the  future  welfare  of  a  corporation.  Although  the  author- 
ity for  modification  of  the  charter  is  necessary  for  corporate 
efficiency,  in  Delaware  the  power  to  amend,  particularly 
the  capital  structure,  together  with  the  power  to  deny  the 
preemptive  right  of  subscription  by  suitable  provision  in 
the  charter  ^^  have  resulted  in  almost  complete  subordina- 
tion of  the  interests  of  individual  stockholders  to  those  of 
the  majority. 

The  preemptive  subscription  right  had  not,  except 
within  narrow  limits,  been  an  absolute  rule  of  law,  nor 
had  it  been  extended  consistently  to  non-voting  and  non- 
participating  preferred  stock.^^  The  doctrine  was  de- 
veloped when  it  was  customary  to  include  only  one  class 
of  stock  in  the  capital  structure  for  the  purpose  of  pre- 
serving the  proportionate  interests  of  the  stockholders  in 
the  assets  and  control.  With  the  development  of  more 
complex  capital  structures  the  lawmakers  had  evidently 
come  to  the  conclusion  that  the  doctrine  had  outlived  its 
usefulness  even  in  the  narrow  field  in  which  it  applied  and 
that  justice  could  better  be  secured  through  the  courts. 

The  power  of  the  majority  to  amend  the  certificate  may 
result  in  radical  changes  in  the  status  of  the  preferred 
stockholder  in  the  corporation  against  which  the  only 
recourse  of  dissenting  minorities  would  be  a  sale  of  their 
holdings.  From  the  language  of  the  statute  almost  any 
terms  of  the  contract  of  the  corporation  with  the  stock- 
holders together  with  any  right  which  may  have  arisen 

"Rev.  Code,  1915,  sec.  1919-5,  as  amended  35  Del.  Laws,  1927,  ch. 
85,  sec.  4. 

''"See  Yoakam  v.  Providence  Biltmore  Hotel  Co.,  34  F.(2d)  533  (D. 
C,  R.  L,  1929). 
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under  such  contract  may  be  modified  with  the  assent  of  the 
majority  of  the  affected  stock. 

A  number  of  cases  have  come  before  the  courts  inter- 
preting the  various  amendments  with  respect  to  the  kind  of 
changes  which  could  be  made  in  the  preferred  stock- 
holder's contract.  In  one  of  the  first  cases,  Peters  v.  U.  S. 
Mortgage  Coj)ipany,^*  decided  in  1921,  the  power  of  the 
majority  to  change  the  contractual  relation  between  the 
corporation  and  the  stockholders,  under  the  statute  as 
amended  in. 1917,  was  established.  The  plaintiffs  sought  to 
enjoin  the  submission  of  a  proposed  amendment  to  the 
certificate  which  would  eliminate  for  the  future  the  partici- 
pating feature  enjoyed  by  the  preferred  stock  by  which 
net  earnings  after  the  payment  of  seven  per  cent  preferred 
and  seven  per  cent  common  dividends  were  to  be  divided 
equally  between  the  preferred  and  common  shareholders 
and  surplus.  In  authorizing  the  proposed  amendment  the 
court  held  that  in  the  issue  of  stock  the  corporation 
assumed  a  contractual  relation  with  the  stockholder  and, 
unless  the  power  to  alter  the  terms  of  the  contract  was 
reserved  in  the  law  or  the  certificate,  no  alteration  could 
be  made  without  his  consent.  If  the  right  to  alter  the  con- 
tract was  reserved,  however,  no  stockholder  could  com- 
plain against  the  change  because  the  fact  that  alterations 
may  be  made  is  one  of  the  terms  by  which  he  holds  his 
contract. 

In  the  various  cases  which  have  followed  the  Peters 
case  three  kinds  of  changes  in  the  terms  of  the  stock- 
holders' contract  have  been  involved:  changes  in  prefer- 
ences, in  specific  rights,  and  changes  in  vested  or  property 
rights.  In  Morris  v.  Americmj  Public  Utilities  Company ^^ 
decided  in  1923,  and  therefore  regulated  by  the  statute  as 
amended  in  1917,  the  bill  sought  to  have  an  amendment 

'*  Peters  v.  U.  S.  Mortgage  Co.,  13  Del.  Ch.  11,  114  A.  598  (1921). 
"  Morris  v.  American  Public  Utilities  Co.,  14  Del.  Ch.  136,  122  A.  696 
(1923). 
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declared  void  which  involved  the  following  changes  in  the 
status  of  the  old  preferred  stock.  The  old  stock  was  made 
junior  to  two  new  classes  of  preferred  stock  to  be  created 
by  the  amendment,  the  redemption  price  of  $105  was  re- 
duced to  $100,  voting  power  was  taken  away  from  the  old 
preferred,  and  the  accumulated  dividends  to  the  amount  of 
twenty-four  per  cent  were  cancelled.  The  Chancellor 
allowed  the  change  which  created  two  new  classes  of 
stock  senior  to  the  old.  When  considered  in  relation  to  the 
common  stock  there  was  no  alteration  of  preference,  but 
when  considered  in  relation  to  assets  and  earnings,  the 
old  stock  no  longer  stood  first  but  third.  Section  26,  as 
amended  in  1917,  clearly  authorized  a  change  in  prefer- 
ence. The  changes  in  the  redemption  price  and  the  voting 
rights  were  likewise  upheld.  The  Chancellor  did  not 
decide  whether  or  not  the  redemption  feature  was  a 
preference.  Section  13,  regulating  the  kind  of  stock,  was 
sufficient  authority  for  the  change.  Section  26  did  not 
specifically  authorize  changes  in  voting  rights.  Neverthe- 
less, according  to  the  Chancellor,  the  proposed  change  was 
but  an  alteration  which  concerned  the  internal  manage- 
ment of  the  corporation  and  not  a  change  in  property 
right.  The  change,  therefore,  came  within  the  meaning  of 
an  authorized  general  power  to  amend. 

The  court  refused  to  sustain,  however,  the  change  which 
attempted  to  destroy  the  right  of  an  objecting  stockholder 
to  accrued  and  unpaid  dividends.  More  than  a  preference 
was  involved.  The  Chancellor  declared  that,  while  the 
holder  of  cumulative  preferred  stock  did  not  stand  in 
the  relation  of  a  creditor  to  the  corporation  so  that  he 
would  be  entitled  to  bring  suit  at  law  for  the  dividend, 
nevertheless,  as  soon  as  a  dividend  has  matured  by  time, 
a  right  to  its  ultimate  payment  against  those  who  agreed 
to  its  payment  became  a  vested  right.  It  was  a  present 
property  interest,  according  to  the  Chancellor,  and  there- 
fore could  not  be  destroyed  under  the  statute  which  author- 
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ized  changes  in  preferences.  In  granting  relief,  however, 
while  the  amendment  was  declared  void,  the  objecting 
stockholder  was  not  entitled  to  an  injunction  against  the 
payment  of  the  dividends  on  the  shares  of  the  new  senior 
preferred  stock  but  only  against  dividends  on  the  common 
stock.  Whatever  rights  and  preferences  the  old  preferred 
stock  held  came  before  the  common  stock. 

The  next  case  to  come  before  the  courts  was  Davis  v. 
Louisville  Gas  and  Electric  Company ^"^  decided  in  1928, 
after  the  amendment  of  1927,  but  involving  a  corporation 
organized  in  1913.  An  amendment  had  been  adopted  by 
the  stockholders  changing  the  relation  of  Class  A  and 
Class  B  stock.  By  the  proposed  change  Class  A  and  Class 
B  stock  were  to  participate  equally  after  dividends  of  $1.50 
on  both  classes  in  contrast  with  the  old  participation  rate  of 
1  to  4  for  Class  A  and  B  stock  respectively.  The  redemp- 
tion price  of  $32.50  for  Class  A  stock  was  eliminated.  In 
the  opinion  of  the  directors  the  financial  requirements  of 
the  company  could  be  best  procured  through  the  sale  of 
Class  A  stock  and  the  new  provisions  made  it  a  more 
suitable  instrument  for  the  purpose. 

The  complainants  contended  that  at  the  time  of  its  crea- 
tion section  26  did  not  sanction  such  a  fundamental  change 
nor  could  the  proposed  amendment  be  justified  under  the 
1927  amendment.  The  reserved  power  of  the  state  to 
amend  the  statute  under  section  82  ^^  could  extend  only  to 
the  phases  of  the  corporate  contract  concerning  the  inter- 
ests of  the  state  and  not  to  the  purely  private  aspects  of 

"  Davis  V.  Louisville  Gas  and  Electric  Co.,  16  Del.  Ch.  157,  142  A.  654 
(1928). 

"Rev.  Code,  1915,  sec.  1996-82. 

"  This  Chapter  may  be  amended  or  repealed,  at  the  pleasure  of  the 
Legislature,  but  such  amendment  or  repeal  shall  not  take  away  or  impair 
any  remedy  against  any  corporation  under  this  Chapter,  or  its  officers,  for 
any  liability  which  shall  have  been  previously  incurred;  this  Chapter  and 
all  amendments  thereof  shall  be  a  part  of  the  charter  of  every  such  cor- 
poration except  so  far  as  the  same  are  inapplicable  and  inappropriate  to 
the  objects  of  such  corporation." 
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the  contract  between  the  corporation  and  its  stockholders 
and  between  the  shareholders  among  themselves.  The 
Chancellor  held,  however,  that  the  reserved  power  of  the 
legislature  was  broad  enough  to  include  the  amendment 
of  1927.  Even  if  the  reserved  power  did  extend  only  to 
matters  of  public  concern,  the  proposed  amendment  was 
not  to  be  condemned.  In  the  opinion  of  the  Chancellor, 
the  problem  of  financing  corporations  was  so  vital  that 
the  statutory  provisions  relating  to  the  kinds,  classifica- 
tions, and  relative  rights  of  stocks  might  well  be  regarded 
as  involving  public  interest  and  concern.  By  this  decision, 
then,  not  only  was  the  particular  charter  change  allowed 
but  the  broad  powers  of  the  1927  amendment  were  ex- 
tended to  corporations  formed  prior  to  1927. 

In  the  Davis  case  only  preferences  were  involved,  but  in 
1929  a  case  came  before  the  United  States  District  Court 
in  Rhode  Island  which  concerned  an  amendment  to  the 
charter  of  a  Delaware  company  changing  not  only  prefer- 
ences but  a  right  to  a  sinking  fund.^^  As  in  the  Davis  case 
the  company  had  been  formed  prior  to  the  1927  amend- 
ment, having  been  organized  in  1920.  According  to  the 
court  the  statute  as  it  existed  in  1920  authorized  the 
amendments  to  the  certificate  which  made  the  old  first 
preferred  stock  junior  to  two  new  classes  of  preferred 
stock  and  abolished  the  right  to  cumulative  dividends  in 
the  future  and  certain  voting  rights.  The  court  refused, 
however,  to  sanction  the  part  of  the  amendment  which 
eliminated  the  sinking  fund  provision.  It  was  a  contractual 
obligation  and  not  a  preference  right  such  as  the  right  to 
receive  cumulative  dividends.  In  the  opinion  of  the  court, 
the  1927  amendment  would  seem  to  authorize  this  particu- 
lar change  but  it  refused  to  follow  the  Delaware  court 
in  the  Davis  case  and  make  that  amendment  applicable 


^^Yoakam  v.  Providence  Biltmore  Hotel  Co.,  34  F.(2d)    533   (D.  C. 
R.  I.,  1929). 
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to  companies  formed  prior  to  its  enactment.  A  federal 
court  was  bound  by  the  interpretation  placed  upon  a  state 
statute  by  the  state  courts,  but  it  was  not  bound  by  the 
decision  of  the  state  court  if  so  interpreted  there  resulted 
an  impairment  of  the  "  obligation  of  contracts  "  or  the 
taking  of  property  "  without  due  process  of  law  "  within 
the  meaning  of  the  Constitution  of  the  United  States. 
According  to  this  court,  the  reserved  power  of  the  state  to 
enact  future  amendments  to  the  corporation  law  did  not 
give  the  state  power  to  authorize  the  cancellation  of  this 
agreement. 

In  Hart-  v.  Pioneer  Mechanical  Corporation,^^  decided  in 
1933,  an  amendment  to  the  charter  of  a  company  organ- 
ized in  Delaware  in  1929  was  involved  so  that  the  question 
of  the  applicability  of  the  1927  amendment  to  section  26 
did  not  arise.  At  the  time  of  the  charter  amendment, 
dividends  on  the  old  preferred  stock  were  $7.00  in  arrears. 
Under  the  amendment,  the  rights  of  the  old  stockholders 
to  receive  accrued  dividends  on  the  old  preferred  stock 
before  common  or  other  stockholders  were  abrogated. 
Despite  the  ruling  in  the  Morris  case  that  unpaid  cumu- 
lative dividends  were  in  the  nature  of  a  property  right, 
the  certificate  amendment  canceling  them  was  upheld.  In 
the  opinion  of  the  court  the  power  to  alter  such  rights  of 
preferred  stockholders  was  within  the  scope  of  the  1927 
amendment.  The  company  had  been  formed  in  1929  and 
therefore  the  1927  statute  applied.  While  such  rights 
could  not  be  altered  at  the  time  of  the  Morris  case,  they 
might,  by  this  decision,  be  changed  just  as  changes  in 
preferences  were  allowed  in  the  earlier  case. 

An  amendment  to  the  certificate  of  incorporation  of  a 
Delaware  company  formed  prior  to  1927  was  again  before 
the  courts  in  1935  in  Keller  v.  Wilson  and  Co^"^    The  con- 

^^  Harr  v.  Pioneer  Mechanical  Corp.,  65  F.(2d)  332  (C.  C.  A.,  2d 
Circ,  1933). 

^''Keller  v.  WiUon  &  Co.,  180  A.  584  (Del.  Ch.,  1935). 
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sent  of  the  requisite  majority  of  the  affected  class  of 
shareholders  had  been  given  to  the  amendment  which,  in 
part,  converted  Class  A  stock  into  five  shares  of  new 
common.  The  old  Class  A  had  been  preferred  as  to  divi- 
dends to  the  amount  of  $5.00  over  the  common  and  after 
a  certain  date  it  was  cumulative.  At  the  time  of  the  re- 
capitalization dividends  on  the  Class  A  stock  had  been 
cumulative  and  were  in  arrears  to  the  amount  of  $21.75. 
Since  the  adoption  of  the  amendment  the  company  had 
declared  dividends  upon  the  common  stock.  The  amend- 
ment, therefore,  not  only  destroyed  the  dividend  prefer- 
ence on  the  old  Class  A  stock  in  the  future  but  also  sought 
to  wipe  out  the  preference  as  it  related  to  the  past  and 
accumulated  dividends. 

In  permitting  the  amendment  to  become  operative  the 
Chancellor  said  that  the  1927  amendment  broadened 
materially  the  power  of  self-amendment  and  embraced 
something  more  than  mere  "  preferences."  In  fact,  the 
Chancellor  thought  that  there  could  be  no  doubt  that  the 
amendment  of  1927  was  purposely  adopted  in  order  to 
obviate  the  consequences  of  the  Morm  case.  It  was  in- 
tended to  authorize  amendments  affecting  cumulated  divi- 
dends as  well  as  preferences,  that  being  the  type  of 
amendment  presented  by  the  Morr/s  case.  The  Chancellor 
said  that  section  26  when  it  is  impliedly  written  into  a 
corporation  charter  is  tantamount  to  an  agreement  by  the 
stockholders  upon  a  stipulated  right.  Three  defenses  could 
be  made  against  the  charge  that  such  a  contract  was  a 
harsh  one — it  was  voluntarily  entered  into;  occasions 
might  arise  which,  without  such  powers  of  self-amend- 
ment, might  lead  to  the  failure  of  the  corporation  and 
injury  to  all  the  stockholders;  and  finally,  the  vote  of  the 
majority  of  affected  stockholders  is  the  security  against 
oppressive  exercise  of  the  power.  In  such  cases  as  these, 
the    trend    of   modern    corporate    legislation    has    been, 
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whether  rightly  or  wrongly,  to  accept  the  will  of  the 
majority  as  representing  the  interest  of  the  whole. 

The  decision  of  the  Court  of  Chancery  in  the  Keller 
case  with  its  application  of  the  1927  statute  amendment  to 
corporations  organized  prior  to  1927  was  reversed,  how- 
ever, by  the  Supreme  Court  of  Delaware.*^  Following  the 
reasoning  in  the  Morris  case  the  Supreme  Court  accepted 
the  contention  of  the  complainants,  who  were  dissenting 
preferred  stockholders,  that  accrued  unpaid  dividends 
were,  as  between  shareholders,  a  fixed  and  vested  right. 
While  it  was  conceded  that  the  state,  as  a  matter  of  public 
policy,  was  concerned  with  conferring  upon  corporations 
reasonable  powers  to  permit  adequate  financing,  the  state 
was  also  concerned  with  the  welfare  of  those  who  invest 
their  money  in  corporations.  Therefore,  while  many  of  the 
interrelations  of  the  state,  the  corporation,  and  the  stock- 
holders may  be  changed — in  the  opinion  of  the  court — 
there  is  a  limit  beyond  w^hich  the  state  may  not  go.  For 
the  protection  of  investors,  property  rights  might  not  be 
destroyed  where  those  rights  were  accorded  protection 
when  the  corporation  was  formed  and  the  stock  issued. 
A  just  public  policy  required  that  the  right  to  unpaid 
accumulated  dividends  be  regarded  as  a  vested  right  of 
property  secured  against  destruction  by  the  federal  and 
state  constitutions.^- 

Thus,  despite  the  wade  powers  for  self-amendment 
authorized  in  the  statute,  such  powers  cannot  be  used  to 
destroy  property  rights  in  unpaid  cumulative  dividends  of 
dissenting  stockholders  of  corporations  organized  before 

*"■  Keller  v.  ITilson  &  Co.,  190  A.  115  (Del.  Supr.  Ct.,  1936). 

*'  As  a  direct  result  of  the  decision  of  the  Delaware  Supreme  Court  the 
directors  of  the  Federal  Water  Service  Corporation  and  of  the  Consoli- 
dated Retail  Stores,  Inc.  immediately  announced  the  withdrawal  of 
proposed  recapitalization  plans.  In  both  instances  the  companies  were 
incorporated  in  Delaware  the  year  before  the  1927  statute  amendment  and 
the  proposed  plans  involved  the  elimination  of  the  arrears  of  dividends  on 
preferred  stock.    New  York  Times,  November  12,  1936,  p.  40. 
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1927.  But  where  there  is  no  fraud  involved  and  unless 
the  decision  of  the  Supreme  Court  in  the  Keller  case  is 
applied  to  corporations  organized  after  1927,  the  situation 
of  a  dissenting  stockholder  in  such  corporations  is  best  de- 
scribed by  the  comment  of  the  court  in  the  Harr  case,  that 
those  who  see  fit  to  become  or  to  remain  stockholders  in 
a  Delaware  corporation  can  but  weigh  the  advantages  and 
the  disadvantages  and  strike  a  balance. 


CHAPTER  III 

The  Power  to  Hold  Stock  in  Other  Corporations 

The  characteristic  movement  in  business  when  the  Dela- 
ware corporation  law  was  enacted  in  1899  was  the  de- 
velopment of  large  corporations  formed  by  the  combina- 
tion of  a  number  of  relatively  small  business  enterprises 
rather  than  through  internal  expansion.  The  single  large 
corporation  had  become  the  method  commonly  used  to 
achieve  such  a  combination.  Therefore  an  important  task 
of  the  draftsmen  of  the  new  Delaware  Act  was  to  frame 
the  new  law  so  that  the  corporations  formed  under  its 
provisions  would  afford  promoters  a  suitable  and  effective 
device  for  combination. 

The  use  of  the  single  corporation  as  a  method  for  com- 
bination represented  the  outcome  of  the  efforts  of  business 
men  to  procure  a  form  of  organization  which  the  law 
would  recognize.^  Various  devices  had  been  successively 
tried.  Keen  competition,  resulting  from  the  extension  of 
markets  and  the  amount  of  capital  available  to  the  indivi- 
dual company  after  the  Civil  War,  first  induced  business 
men  to  form  pools  in  the  attempt  to  increase  profits  by 
controlling  excessive  competition.  The  pool  did  not  prove 
an  effective  device,  however,  because  of  the  unenforceable 
nature  of  the  agreement.  In  speaking  of  conditions  in  the 
cordage  industry  prior  to  the  formation  of  the  National 
Cordage  Company  in  1887,  a  former  president  of  that 
concern  stated  that  pools  had  been  running  continually 
for  a  few  years,  "  breaking  up  and  fighting,  and  then 
getting  together  again."  -  Pools  were  temporarily  profit- 
able and  induced  business  men  to  favor  closer  alliances 
between  the  manufacturers. 

^  Charles  C.  Allen,  attorney,  before  the  U.  S.  Industrial  Commission, 
Report,  1900,  I,  1181. 

^  J.  M.  Waterbury,  former  president  of  the  National  Cordage  Co.,  before 
the  U.  S.  Industrial  Commission,  Report,  1901,  XIII,  126. 
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The  trust  afforded  business  men  the  tighter  method  of 
combination  they  desired.  But  here  again  the  trust  was 
not  a  form  of  organization  which  the  law  recognized.  The 
period  of  its  use  was  short  lived,  coming  to  an  end  with 
the  adverse  court  decisions  in  the  cases  of  the  Cotton  Seed 
Oil  Trust  in  1883,'  the  Sugar  Trust  in  1890,'  and  the 
Standard  Oil  Trust  in  1892.^  The  combinations  organized 
as  trusts  were  reorganized  in  some  other  form. 

The  failure  of  the  law  to  recognize  the  older  devices  did 
not  curtail  the  tendency  toward  combination.  As  the 
tighter  method  of  organization  in  the  form  of  the  corpora- 
tion became  available  under  the  laws  of  certain  states, 
additional  motives  were  added  to  the  earlier  desire  to 
control  excessive  competition.  The  increased  size  of  the 
enterprises  resulting  from  the  combination  under  single 
management  of  a  number  of  rival  concerns  presented  the 
possibilities  of  increased  profits  from  the  introduction  of 
operating  economies.^  Financial  motives  also  became  im- 
portant not  only  in  the  form  of  the  greater  marketability 
given  securities  by  the  national  scope  of  the  new  companies 
but  also  in  the  less  justifiable  and  more  transitory  form 
of  profits  to  be  derived  from  the  manipulation  by  pro- 
moters of  market  values  of  the  securities  of  the  new 
combinations.^ 

The  developments  during  the  last  decade  of  the  nine- 
teenth century  in  the  corporation  laws  of  the  incorporating 
states,  particularly  New  Jersey,  had  played  an  important 
part  in  the  change  to  the  corporate  form  of  combination 

""  Mallory  v.  Hanour  Oil  Works,  86  Tenn.  598,  8  S.  W.  396  (1888). 

^People  V.  North  River  Sugar  Refining  Company,  121  N.  Y.  582 
(1890),  24  N.  E.  Rep.  834,  18  Am.  St.  Rep.  483. 

^  State  V.  Standard  Oil  Company,  49  Ohio  St.  137  (1892),  30  N.  E. 
Rep.  279,  34  Am.  St.  Rep.  541. 

°  For  the  kind  of  economies  which  the  promoters  of  the  combinations 
during  the  first  period  of  trust  formation  hoped  to  secure,  see  U.  S. 
Industrial  Commission,  Report,  1900,  I,  32. 

^  See  Arthur  T.  Hadley,  "  The  Formation  and  Control  of  Trusts," 
Scribner's  Magazine,  XXVI,  604. 
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by  making  the  facilities  for  incorporation  easy,  by  granting 
large  powers  under  the  general  corporation  law,  and  by 
placing  few  limitations  on  the  powers  so  granted.  The 
liberal  laws  provided  the  means  by  which  the  plan  of  the 
trusts  was  merged  into  the  form  of  one  large  corporation 
with  the  combination  of  all  of  the  old  companies.® 

Certain  powers  were  already  available  to  corporations  by 
which  combination  could  be  achieved.  No  new  grant  of 
power  was  required  to  permit  the  purchase  of  property  of 
another  company.  For  example,  the  New  Jersey  law  in 
1875  had  authorized  the  directors  of  corporations  to  pur- 
chase mines,  manufactories,  or  other  property  necessary 
for  its  business,  and  to  issue  stock  to  the  amount  of  the 
value  thereof  in  payment.^  Amalgamation  by  outright 
purchase  of  the  properties  of  the  constituent  companies 
was  the  typical  method  used  during  the  early  combination 
period  to  achieve  the  union  of  interests.  The  main  legal 
problem  from  the  point  of  view  of  the  purchasing  com- 
pany in  this  method  of  corporate  combination  related  to 
the  issue  and  payment  of  stock. 

The  corporation  also  afforded  two  other  methods  of 
combination,  the  lease  of  the  property  of  one  company  to 
another,  and  the  consolidation  and  merger  of  the  proper- 
ties and  franchises  of  the  combining  companies  according 
to  the  procedure  outlined  in  the  law.  The  methods  of  con- 
solidation and  merger  required  authorizing  legislation  and 
were  included  in  the  statutes  of  the  incorporating  states.^" 
Lease  and  statutory  consolidation,  however,  were  used 
principally  in  the  consolidation  of  railroad  properties 
rather  than  in  industrial  combination  where  there  were 
usually   no   valuable   franchises   to   be   preserved.     The 

'  Charles  C.  Allen,  attorney,  before  the  U.  S.  Industrial  Commission, 
Report,  1900,  I,  1181. 

"N.  J.  Laws,  1875,  stc.  55. 

^°  In  New  Jersey,  an  amendment  in  1893  (ch.  LXVII,  p.  121)  autho- 
rized consolidation  and  merger.  It  was  also  included  in  the  Delaware  Act 
of  1899  (sec.  54). 
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authorization  for  statutory  consolidation,  moreover,  ex- 
tended only  to  corporations  organized  under  the  laws  of 
the  same  state. 

The  method  which  had  been  used  in  the  trust  form  of 
combination,  that  is,  the  control  of  the  stocks  of  the  con- 
stituent companies,  was  not  generally  available  to  cor- 
porations at  this  time.  The  power  of  a  corporation  to 
purchase  and  to  hold  stocks  of  another  company  for  the 
purpose  of  control  had  occasionally  been  authorized  in  the 
charters  of  individual  corporations  organized  by  special 
acts  of  legislation.  Bonbright  and  Means  in  their  study, 
The  Holding  Company,  have  noted  instances  of  the  power 
in  a  few  early  railroad  charters.^^  In  1832  and  in  1846  the 
Baltimore  and  Ohio  Railroad  acquired  the  power  to  buy 
certain  stocks;  in  1853  the  Pennsylvania  Railroad  Com- 
pany acquired  a  similar  right,  as  did  in  1864  the  Chicago 
and  Northwestern  Railroad  Company  and  also  the  Wes- 
tern Union  Telegraph  Company.  The  legislature  of  the 
state  of  Pennsylvania  had  conferred  such  powers  in  a 
series  of  special  charters  granted  between  1868  and  1872, 
immediately  prior  to  the  adoption  of  the  Constitution  of 
1874  which  prohibited  special  acts  for  the  incorporation 
of  companies.  The  powers  and  privileges  conferred  in 
these  charters  were  greatly  in  excess  of  those  obtainable 
under  general  corporation  laws  at  that  time.  Section  3  of 
the  charter  of  the  Pennsylvania  Company,  one  of  this 
series  and  the  model  for  at  least  twelve  other  legislative 
charters  granted  by  the  same  body,^^  set  forth  the  powers 
and  privileges  of  the  company  with  respect  to  other  cor- 
porations as  follows: 

The  company  hereby  created  shall  also  have  the  power  to  make 
purchases  and  sales  of  or  investments  in  the  bonds  and  securities 
of  other  companies,  and  to  make  advances  of  money  and  of  credit 

^^  James  C.  Bonbright  and  Gardiner  C.  Means,  The  Holding  Company, 
pp.  58,  59. 
*'U.  S.  Industrial  Commission,  Report,  1900,  I,  609. 
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to  other  companies,  and  to  aid  in  like  manner  contractors  and 
manufacturers,  and  to  receive  and  hold,  on  deposit  or  as  collateral 
or  otherwise,  any  estate  or  property,  real  or  personal,  including 
the  notes,  obligations,  and  accounts  of  individuals  and  companies, 
and  the  same  to  purchase,  collect,  adjust,  and  settle,  and  also  to 
pledge,  sell,  and  dispose  thereof  on  such  terms  as  may  be  agreed 
on  between  them  and  the  parties  contracting  with  them;  and  also 
to  indorse  and  guarantee  the  payment  of  the  bonds  and  the  per- 
formance of  the  obligations  of  other  corporations,  firms,  and  indi- 
viduals, and  to  assume,  become  responsible  for,  execute,  and  carry 
out  any  contracts,  leases,  or  subleases  made  by  any  company  or 
companies,  individuals,  or  firms  whatsoever.^^ 

Some  of  these  special  charters,  because  of  the  extra- 
ordinary powers  conferred,  became  important  in  combina- 
tions formed  before  the  power  to  hold  stock  in  other 
corporations  was  generally  sanctioned  by  general  law. 
The  charter  of  the  Overland  Contract  Company,  for  ex- 
ample, became  the  charter  of  the  National  Transit  Com- 
pany, one  of  the  corporations  in  the  Standard  Oil  Trust. 
The  original  company,  which  was  incorporated  by  the 
state  of  Pennsylvania  on  March  22,  1871,  changed  its 
name  in  May  of  the  same  year  to  the  Southern  Railway 
Securities  Company.  Then  in  1881  the  charter,  which  had 
been  seized  by  the  state  for  non-payment  of  taxes,  was 
sold  to  a  group  of  individuals  who  transferred  it  to  the 
Standard  Oil  interests.^* 

In  the  general  incorporation  laws  of  a  few  states  the 
power  to  acquire  and  to  hold  stock  of  other  corporations 
had  also  been  made  available;  but  the  power  was  extended 
only  to  specified  kinds  of  corporations  and  only  in  special 
circumstances.  A  law  passed  in  1866  by  the  state  of  New 

^Ubid.,  p.  608. 

^'Ibid.,  p.  620. 

Bonbright  and  Means  in  The  Holding  Company  have  listed  41  special 
charters  granted  by  the  Pennsylvania  legislature  during  the  years  1868  and 
1872  containing  the  power  to  purchase  stocks  of  other  corporations  and 
have  traced  the  later  history  of  a  few  of  them  in  certain  combinations. 
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York  authorized  manufacturing  companies  to  hold  stock 
in  the  capital  of  any  corporation  engaged  in  the  business 
of  mining,  manufacturing,  or  transporting  such  materials 
as  were  required  in  the  prosecution  of  the  business  of  the 
company/^  The  power  could  be  exercised  only  so  long  as 
the  companies,  the  stock  of  which  had  been  purchased, 
continued  to  furnish  or  transport  such  required  material 
and  for  two  years  thereafter  but  no  longer. 

In  1867  mining  companies  organized  under  the  laws  of 
Nevada  were  authorized  to  hold  stock  in  corporations 
constructing  a  tunnel  to  facilitate  the  working  of  the 
mine/^  A  Tennessee  law  of  1873  authorized  mining  com- 
panies to  own  stock  in  railroads  connecting  their  plants 
or  adjacent  thereto.^^  The  1881  law  of  Minnesota  authoriz- 
ing stock  ownership  in  other  corporations  was  also  limited 
to  mining  companies;  ^^  a  law  of  Wisconsin  in  1881 
authorized  corporations  engaged  in  logging,  lumbering  or 
the  manufacturing  of  lumber,  upon  the  assent  of  three- 
fourths  of  the  capital  stock,  to  hold  stock  in  corporations 
formed  for  one  or  more  of  the  same  or  of  similar  pur- 
poses/^ Massachusetts  permitted  manufacturing  com- 
panies to  own  not  more  than  ten  per  cent  of  the  stock  of 
gas  companies  located  in  the  same  town.^° 

In  1882  the  state  of  West  Virginia  adopted  a  law  of 
broader  scope  by  authorizing  joint-stock  companies  en- 
gaged in  manufacturing,  with  the  assent  of  two-thirds  of 
the  stockholders,  to  purchase  stock  of  any  corporation 
formed  for  the  purpose  of  manufacturing  or  producing 
articles  or  materials  used  in  its  business,  or  dealing  in  any 
article  or  material  manufactured  by  the  corporation.^^   In 

"N.  Y.  Laws,  1866,  ch.  838,  sec.  3. 
"Nev.  Laws,  1867,  p.  44. 
"Tenn.  Laws,  1873,  ch.  74,  sec.  1. 
"Minn.  Laws,  1881,  ch.  27,  sec.  4. 
"Wis.  Laws,  1881,  ch.  133. 
^°Mass.  Laws,  1882,  ch.  112,  sec.  78. 
"  W.  Va.  Laws,  1882,  ch.  96. 
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1883  the  state  of  Michigan  amended  its  laws  to  permit  the 
power  of  holding  stock."'  This  amendment,  however, 
applied  to  corporations  engaged  in  mining,  smelting  or 
manufacturing  iron,  copper,  and  other  ores  and  conduct- 
ing their  business  outside  of  Michigan,  and  limited  the 
purchases  to  the  stocks  of  corporations  formed  for  the 
same  purpose  and  also  operating  wholly  outside  of  Michi- 
gan. Wyoming  was  another  state  which  amended  its  laws 
at  this  time  to  permit  the  power  of  holding  stock.  The 
amendment  passed  in  1886  authorized  any  corporation  to 
hold  and  own  stock  in  corporations  subsidiary  or  tribu- 
tary to  the  objects  of  the  first  company. ^^ 

None  of  these  early  laws  permitted  all  private  corpora- 
tions complete  and  unrestricted  power  of  purchasing  the 
stocks  of  any  other  corporation.  In  states  where  there  was 
no  legislation  on  the  question,  the  general  rule  was  that 
in  the  absence  of  express  statutory  authorization  the  power 
to  purchase  and  hold  stock  was  not  included  among  the 
general  powers.  Exceptions  to  the  general  rule  were  made 
when  the  power  could  be  implied  as  incidental  to  the 
powers  specifically  granted."*  As  an  incidental  power  a 
corporation  could  make  investments  in  the  stock  and  se- 
curities of  other  corporations  for  the  purpose  of  income, 
or  could  hold  stocks  received  in  the  satisfaction  of  a  debt 
or  transferred  to  it  as  collateral  and  security  for  an  existing 
debt.  But  the  purchase  of  shares  in  another  corporation 
for  the  purpose  of  controlling  its  management  could  not 
be  implied  as  an  incidental  power. 

Neither  the  expedience  or  the  benefit  to  be  derived  from 
the  purchase  nor  the  similarity  or  dissimilarity  in  the  pur- 
poses of  the  corporations  involved  affected  the  application 
of  the  rule  requiring  express  statutory  sanction  for  the 


"Mich.  Laws,  1883,  ch.  34,  sec.  22. 
"Wyo.  Laws,  1886,  ch.  49,  sec.  1. 


'*  Walter  C.  Noyes,  A  Treatise  on  the  Law  of  Intercorporate  Relations, 
sec.  264. 
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purchase  of  stocks  of  one  corporation  by  another.  For 
corporations  with  dissimilar  objects  the  prohibition  rested 
on  the  principle  that  the  acquisition  would  involve  the 
purchasing  corporation  in  a  new  and  distinct  enterprise.^^ 
Where  the  purposes  of  the  corporations  were  similar  the 
prohibition  was  supported  by  the  argument  that  the 
funds  of  a  corporation  must  be  managed  by  its  own  stock- 
holders.^^ Other  provisions  in  the  law  were  insufficient  to 
enable  corporations  to  exercise  the  power  without  express 
warrant.  A  common  provision  in  statutes  authorized  direc- 
tors to  purchase  mines,  manufactories,  or  other  property 
necessary  for  the  business.^^  Such  provisions  could  not 
be  used  to  authorize  a  purchase  of  stock.  The  United 
States  Supreme  Court  in  De  La  Vergne  Refrigerating 
Machine  Company  v.  German  Savings  Institute  did  not 
construe  the  word  "  property  "  in  a  New  York  law  of  this 
kind  as  including  stocks  of  other  corporations.^® 

By  a  decision  of  the  Supreme  Court  of  Illinois  in  1889 
it  was  established,  in  that  state  at  least,  that  incorporators 
could  not  assume  for  their  corporations  the  power  of  pur- 
chasing stock  of  other  companies  by  including  it  in  the 
articles  of  incorporation.^^  In  the  opinion  of  the  court  the 
power  to  buy  stocks  of  gas  companies  could  not  be  im- 
plied as  incidental  to  the  power  of  manufacturing  and 
selling  illuminating  gas.  To  hold  that  the  incorporators 
could  confer  such  power  by  writing  it  into  the  articles  of 
incorporation  would  be  to  hold  that  the  general  assembly 
could  clothe  the  incorporators  with  a  part  of  its  legisla- 
tive function. 

The  prohibition  against  the  purchase  of  the  stock  of 

"  Ibid.,  sec.  268. 

^'  Ibid.,  sec.  264. 

"  See  N.  Y.  Laws,  1853,  ch.  333. 

"*  De  La  Vergne  Refrigerating  Machine  Co.  v.  German  Savings  Institute, 
175  U.  S.  40  (1899). 

''''People  V.  Chicago  Gas  Trust  Co.,  130  111.  287,  22  N.  E.  Rep.  798 
(1889). 
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one  corporation  by  another  without  express  statutory 
authority  also  excluded  participation  in  the  management  in 
cases  where  stock  was  held  for  investment  or  as  collateral 
for  debts. ^*^  The  right  to  take  part  in  the  management  and 
thereby  control  operations  and  policies  was  essential  to 
making  this  a  suitable  method  for  combination. 

The  restrictions  upon  the  power  of  corporations  to 
acquire  and  hold  stock  in  other  companies  and  the  limited 
extent  to  which  the  power  had  been  authorized  in  those 
states  which  had  provided  legislation  reflect  the  public 
attitude  toward  this  corporate  power.  The  following  edi- 
torial note  in  the  January-February  issue  of  the  American 
Laiv  Review  for  1890  on  the  decision  in  the  Chicago  Gas 
Trust  Company  case  of  1889  describes  this  attitude  and  the 
reasons  upon  which  it  was  based.  After  discussing  the 
exceptions  to  the  general  rule  by  which  the  power  to  hold 
stock  might  be  exercised  when  it  could  be  implied  as  inci- 
dental to  powers  specifically  granted,  the  editorial  said: 

But,  subject  to  these  exceptions,  the  general  rule  is  that  a  cor- 
poration cannot  be  a  stockholder  in  another  corporation,  and  the 
reason  of  the  rule  is  obvious.  If  it  were  otherwise,  one  corpora- 
tion, by  buying  up  a  majority  of  the  shares  of  another  corporation 
so  as  to  control  its  business  and  its  operations,  could  go  into  a 
business  entirely  different  from  that  allowed  to  it  by  its  charter 
or  governing  statute.  A  bank,  by  becoming  the  owner  of  a 
majority  of  the  shares  of  a  railway  corporation,  might  go  into  the 
railway  business ;  and  a  railroad  company  might  by  the  same  means 
go  into  the  banking  business.  Banks  might  become  insurance 
companies,  and  insurance  companies  might  become  banks;  and 
the  rule  of  public  policy  which  restrains  the  business  of  corpora- 
tions to  the  business  which  has  been  prescribed  to  them  by  the 
legislature  for  the  purpose  of  conserving  the  rights  of  the  public 
and  the  rights  of  their  scattered  and  helpless  shareholders  would 
be  entirely  frittered  away.  A  corporation,  if  such  were  the  law, 
could  go  into  any  business  into  which  it  might  see  fit  to  deviate 

"  Noyes,  sec.  298. 
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from  its  charter,  as  freely  as  an  individual  could,  carrying  with  it 
all  the  immunities  from  personal  liability  which  belong  to  cor- 
porations. It  is  not  unlikely  that  this  faculty  will  be  accorded  to 
corporations  at  some  distant  date;  but  public  policy  has  not,  it  is 
believed,  reached  that  point  yet  in  any  American  State.^i 

As  the  combinations  increased  in  number  and  magni- 
tude, a  more  flexible  and  convenient  method  of  combina- 
tion was  required  by  promoters.  While  outright  purchase 
of  the  properties  of  the  constituent  companies  was  the 
typical  method  pursued  in  the  formation  of  industrial 
combinations  during  the  period  1890-1902,  the  plan  in- 
volved many  problems  which  frequently  held  up  the  con- 
sumation  of  the  project.  The  procedure  used  in  1898  by 
William  H.  Moore,  promoter  of  the  American  Tin  Plate 
Company,  illustrates  the  difficulties  involved  in  this 
method  of  combination.^^  There  were  thirty-five  or  forty 
different  plants,  large  and  small,  some  owned  by  indi- 
viduals and  some  by  corporations,  many  with  floating 
indebtedness,  some  having  mortgages.  In  many  concerns 
there  were  a  number  of  stockholders  and  various  interests 
with  which  to  deal.  Some  of  the  manufacturers  wanted 
Mr.  Moore  to  act  simply  as  intermediary  in  bringing  them 
together.  Mr.  Moore,  from  his  experience  in  the  promo- 
tion of  other  concerns,  found  it  necessary  with  the  variety 
of  circumstances  involved  to  bargain  with  each  manufac- 
turer individually  and  to  buy  his  property  outright.  As  far 
as  possible  it  was  necessary  to  keep  the  terms  of  the  indi- 
vidual options  from  the  knowledge  of  the  others  because 
each  manufacturer  imagined  his  plant  better  than  his 

^^ "'  Trusts  for  the  Control  of  Corporations,"  American  Law  Review, 
XXIV,  145. 

°^  Wm.  H.  Moore,  before  the  U.  S.  Industrial  Commission,  Report,  1900, 
I,  960.  In  addition  to  the  American  Tin  Plate  Co.,  Mr.  Moore  had  pro- 
moted the  National  Steel  Co.,  the  American  Steel  Hoop  Co.,  Diamond 
Match  Co.,  and  the  National  Biscuit  Co.  According  to  his  testimony,  the 
methods  used  in  these  other  promotions  were  substantially  the  same  as 
those  employed  in  the  American  Tin  Plate  Co. 
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neighbors'.  In  order  to  purchase  the  properties  the  pro- 
moter had  to  obtain  money  from  many  different  sources, 
borrowing  large  amounts  personally,  and  securing  sub- 
scriptions in  advance  to  the  stocks  of  the  new  company  to 
an  amount  sufficient  to  purchase  all  the  properties  for 
cash  in  the  event  that  the  manufacturers  required  payment 
in  this  manner.  Options  were  then  taken  on  the  different 
plants.  Cash  payments,  however,  were  not  required  as  the 
manufacturers  usually  accepted  stock  instead  of  cash  from 
the  promoter  when  they  found  the  proposed  combination 
was  to  be  formed  successfully.  All  the  risks  of  the  promo- 
tion w^ere  taken  by  the  promoter. 

Restrictions  imposed  by  law  on  the  sale  of  a  corpora- 
tion's assets  as  an  entity  offered  another  obstacle  in  the 
way  of  combination  through  purchase.  Difficulty  might 
be  encountered  in  obtaining  the  consent  of  stockholders 
necessary  to  ratify  a  sale  of  the  corporate  property  where 
the  laws  of  the  state  under  which  the  company  was  in- 
corporated required  the  unanimous  consent  of  the  share- 
holders. Under  the  method  of  combination  through  con- 
trol of  stock  the  transaction  would  be  entirely  with  the 
stockholders  of  the  combining  companies  and  would  not 
involve  a  corporate  action. 

As  the  character  of  combinations  changed  to  those  which 
sought  to  combine  all  the  elements  in  a  given  industry 
into  a  single  enterprise,  the  diversity  of  state  laws  relating 
to  corporations  imposed  serious  obstacles  in  the  way  of 
combination,  obstacles  w^hich  could  be  overcome  by  stock 
ownership.  By  means  of  the  power  to  hold  stock  the 
Federal  Steel  Company  was  able  to  control  through  a 
subsidiary  company  the  ownership  of  mineral  property  in 
Pennsylvania  necessary  for  its  combined  activities  of  min- 
ing, transportation,  and  manufacture  of  pig  iron,  steel,  and 
finished  steel  products.  Without  a  subsidiary  corporation 
it  would  have  been  necessary  to  incorporate  the  whole 
enterprise  in  Pennsylvania  in  order  to  own  the  desired 
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property  in  view  of  the  provision  in  the  laws  of  that  state 
restricting  the  ownership  of  real  property  by  a  foreign 
corporation.^^  The  laws  of  Pennsylvania,  however,  were 
unsuitable  for  the  incorporation  of  the  company  because 
of  the  limitation  on  capitalization  and  the  high  corporate 
taxes. 

New  Jersey  was  the  first  state  to  authorize  broad  powers 
for  intercorporate  stockholdings  by  amendment  to  its 
general  incorporation  law  in  1888  and  1889.  The  agita- 
tion against  the  trusts  and  other  combinations  was  increas- 
ing because  of  the  fear  of  the  monopoly  power  which 
they  might  exercise.  Various  states  were  considering  the 
passage  of  anti-trust  laws  and  in  New  Jersey  itself  the 
governor  recommended  that  the  Legislature  of  1888  give 
attention  to  the  means  either  of  regulating  the  combina- 
tions within  proper  and  harmless  bounds  or  of  preventing 
them  altogether.^*  Instead  of  legislating  to  prevent  the 
formation  of  combinations,  however,  that  same  legislature 
enacted  the  laws  which  permitted  combination  by  a 
method  similar  in  its  effect  to  the  trust  form,  the  legality 
of  which  was  being  questioned  by  the  courts.  The  new 
laws  substituted  stock  ownership  for  control  by  means  of 
trusteed  stock. 

The  legislation  adopted  in  New  Jersey  in  1888  and  1889 
permitted  not  only  the  purchase  of  stock  of  other  cor- 
porations but  also  the  participation  in  the  management  of 
the  companies,  the  stocks  of  which  had  been  acquired. 
The  amendment  of  1888,  however,  was  uncertain  in  its 
meaning.^^   The  language  might  have  been  construed  to 

'^  Francis  L.  Stetson,  attorney,  before  the  U.  S.  Industrial  Commission, 
Report,  1900,  I,  971.     See  also  the  testimony  of  Elbert  H.  Gary,  p.  996. 

°*  "Annual  Message  of  the  Governor  to  the  New  Jersey  Legislature  of 
1888,"  Senate  Journal  of  New  Jersey,  1888,  pp.  18-53. 

"  N.  J.  Laws,  1888,  ch.  CCLXIX. 

"  That  it  shall  be  lawful  for  any  corporation  of  this  State,  or  any  other 
State  doing  business  in  this  state  and  authorized  by  law  to  own  and  hold 
shares  of  stock  and  bonds  of  corporations  of  other  states,  to  own  and  hold 
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limit  the  right  of  purchase  to  the  stocks  of  other  com- 
panies organized  under  New  Jersey  laws.^''  The  effect  of 
the  1889  legislation  was  to  restrict  the  purchase  of  stocks 
to  those  issued  by  corporations  owning,  producing,  mining, 
or  manufacturing  materials,  or  other  property  necessary 
for  the  business  of  the  purchasing  company.^'  The  New 
Jersey  law  was  amended  in  1893  to  correct  the  defects  of 
the  1888  statute.^^  The  new  legislation  contained  all  the 
elements  necessary  for  combination  through  stock  owner- 
ship: a  statement  of  the  right  of  acquisition,  unrestricted 
as  to  the  type  of  company;  and  authority  to  control  the 
corporations  by  participation  in  management. 

The  draftsmen  of  the  Delaware  Act  of  1899  in  making 
the  law  attractive  to  the  new  large  corporations  resulting 
from  combination  included  the  broad  powers  of  the  New 
Jersey  statute  for  the  acquisition  and  disposal  by  one  cor- 
poration of  the  stocks  of  another.  The  full  provisions  of 
the  section  in  the  Delaware  Act  of  1899  authorizing  these 
powers  were  as  follows: 

and  dispose  thereof  in  the  same  manner  and  with  all  the  rights,  powers 
and  privileges  of  individual  owners  of  shares  of  capital  stock  and  bonds 
or  other  evidences  of  indebtedness  of  corporations  of  this  state." 

''  It  may  have  been  this  uncertainty  which  led  the  editors  in  the 
American  Law  Review  noted  above  to  write  in  1890  that  no  American 
state  had  reached  the  point  of  authorizing  the  purchase  of  stocks  of  other 
corporations. 

"  N.  J.  Laws,  1889,  ch.  CCLXV. 

"  Directors  of  any  company  incorporated  under  this  act  may  purchase 
.  .  .  stock  of  any  company  owning  mining,  manufacturing  or  producing 
materials  or  other  property  necessary  for  their  business.  .  .  ." 

"  N.  J.  Laws,  1893,  ch.  CLXXI. 

The  provisions  of  the  1893  amendment  were  as  follows: 

That  it  shall  and  may  be  lawful  for  any  corporation  or  corporations 
created  under  the  provisions  of  the  act  to  which  this  is  a  further  supple- 
ment to  purchase,  hold,  sell,  assign,  transfer,  mortgage,  pledge  or  other- 
wise dispose  of  the  shares  of  the  capital  stock  of  any  other  corporation 
or  corporations  created  under  the  law  of  this  or  any  other  state,  and  to 
exercise  while  owners  of  such  stock  all  the  rights,  powers  and  privileges, 
including  the  right  to  vote  thereon,  which  natural  persons,  being  the 
owners  of  such  stock,  might,  could  or  would  exercise. 
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Any  corporation  created  under  the  provisions  of  this  Act  may 
purchase,  hold,  sell,  assign,  transfer,  mortgage,  pledge  or  other- 
wise dispose  of,  the  shares  of  the  capital  stock  of,  or  any  bonds, 
securities  or  other  evidences  of  indebtedness  created  by  any  other 
corporation  or  corporations  of  this  State  or  any  other  State,  county, 
nation  or  government,  and  while  owner  of  said  stock  may  exercise 
all  the  rights,  powers  and  privileges  of  ownership  including  the 
right  to  vote  thereon. ^^ 

By  the  terms  of  this  legislation  the  old  provisions  of  the 
law  of  corporations  built  up  from  numerous  court  de- 
cisions had  been  eliminated ;  in  its  place  corporations  have 
been  granted  the  rights,  powers,  and  privileges  with  re- 
spect to  property  in  the  form  of  stock  and  other  securities 
which  an  individual  may  exercise  by  reason  of  ownership. 
The  law  specifically  authorized  Delaware  corporations  to 
vote  stock  held. 

While  the  control  of  one  corporation  by  another 
through  the  ownership  of  stocks  preserves  the  corporate 
existence  of  the  controlled  company,  and  while  the  general 
rule  maintains  that  two  incorporated  companies  are  separ- 
ate and  distinct  entities,  the  courts  will  not  recognize  or 
be  bound  under  all  circumstances  by  the  fiction  of  the 
entities  in  determining  the  responsibility  for  corporate  acts. 
The  general  principles  which  have  been  developed  by  the 
courts  where  the  relation  of  parent  and  subsidiary  com- 
pany is  concerned  were  summarized  in  1929  by  the  Circuit 
Court  of  Appeals  for  the  Third  Circuit.  The  following 
rules,  negative  in  character,  have  become  well  established: 

For  instance,  these  rules  declare  that  similarity  or  identity  of  cor- 
porate names  does  not  alone  disturb  or  bring  together  distinct 
corporate  entities;  ownership  of  capital  stock  of  one  corporation 
by  another  does  not  alone  create  identity  of  interests  or  the  rela- 

^*  21  Del.  Laws,  1899,  ch.  273,  sec.  133,  Rev.  Code,  1915,  sec.  1991-77. 

In  1901  the  section  was  amended  to  authorize  corporations  to  "guaran- 
tee "  the  stocks  and  securities  of  other  corporations  in  addition  to  the 
other  powers  enumerated.    (22  Del.  Laws,  1901,  ch.  166,  sec.  39.) 
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tion  of  principal  and  agent  between  the  two;  that  identity  of 
officers  does  not  alone  establish  identity  of  corporations  and  make 
one  liable  for  the  torts  of  the  others ;  that  the  mere  loan  of  money, 
even  in  large  amounts  by  one  corporation  to  another  does  not  alone 
make  the  borrower  the  agent  of  the  lender  or  make  the  lender 
liable  for  the  acts  of  the  borrower ;  that  participation  by  the  lender 
in  the  management  of  the  borrower's  business  for  the  purpose  of 
protecting  its  debts  does  not  make  the  lender  liable  for  the 
borrower's  debts.^^    - 

The  courts,  however,  will  disregard  the  fiction  of  the  cor- 
porate entities  of  the  parent  and  subsidiary  if  it  is  war- 
ranted by  the  facts  in  the  particular  situation  when  ex- 
amined in  the  light  of  these  negative  rules.  According  to 
this  Circuit  Court  of  Appeals  such  action  will  be  resorted 
to  when  it  is  charged  that  one  is  a  mere  agency  or  depart- 
ment of  the  other  and  is  used  as  an  instrumentality  for  the 
following:  to  perpetrate  fraud,  justify  wrong,  avoid  litiga- 
tion, or  to  escape  liability  for  acts  which  are  in  substance 
its  own.  In  the  application  of  these  general  principles  each 
case  is  to  be  decided  in  the  light  of  the  peculiar  circum- 
stances in  the  organization  and  relation  of  the  parent  and 
subsidiary  companies.  The  cases  involving  Delaware  cor- 
porations illustrate  the  conditions  under  which  the  courts 
have  or  have  not  disregarded  the  corporate  entities. 

One  of  the  earliest  cases  before  the  Delaware  Court  of 
Chancery  was  Martin  v.  D.  B.  Martin  Company  ^^  and 
involved  the  question  of  whether  the  stockholders'  right  to 
inspect  the  corporate  books  extended  to  those  of  allied  and 
subsidiary  corporations.  The  motion  was  brought  by  the 
stockholders  of  a  holding  company  to  compel  the  latter  to 
produce  certain  books  on  a  charge  of  gross  mismanage- 
ment and  fraudulent  misappropriation  of  its  property  and 
that  of  the  subsidiary  corporations.    In  this   particular 

*°  Oul  Fumigating  Corporation  v.  California  Cyanide  Company,  Inc., 
30  F.(2d)  812  (C.  C.  A.,  3d  Circ,  1929). 

^"^  Martin  v.  D.  B.  Martin  Co.,  10  Del.  Ch.  211,  88  A.  612  (1913). 
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organization  the  holding  company  assisted  the  subsidiaries 
financially  but  owned  practically  no  property  except  shares 
of  stock  of  eight  other  corporations  all  engaged  in  the 
same  general  business.  In  seven  of  the  subsidiary  corpora- 
tions the  stock  ownership  was  complete  except  for  the 
qualifying  shares  of  directors.  The  president  of  the  hold- 
ing company  was  also  president  of  all  but  one  of  the 
subsidiary  companies.  All  the  members  of  the  boards  of 
directors  of  four  of  the  subsidiaries  were  directors  of  the 
holding  company  and  the  majority  of  the  members  of  the 
boards  of  the  four  subsidiary  companies  were  directors  of 
the  parent  corporation.  In  granting  the  petition  of  the 
complaining  stockholders  the  Court  concluded  that  the 
subsidiaries  were  agents  of  the  holding  company.  While 
the  subsidiaries  were  maintained  for  some  useful  purpose, 
the  relations  between  the  holding  company  and  the  sub- 
sidiaries were  such  that  an  indirect  consolidation  existed. 
The  corporate  entities  were,  therefore,  to  be  disregarded 
for  the  protection  of  the  rights  of  stockholders  and  for  the 
righting  of  wrong  done  them  by  means  of  the  control  of 
the  parent  company  over  the  allied  corporations. 

In  Industrial  Research  Corporation  v.  General  Motors 
Corporation,'^^  decided  in  1928,  the  District  Court  for  the 
Northern  District  of  Ohio  overruled  motions  to  quash 
service  on  the  General  Motors  Corporation  and  others  in 
a  patent  infringement  suit  on  the  grounds  that  the  cor- 
poration was  organized  under  the  laws  of  Delaware  and 
had  neither  a  place  of  business  nor  an  agent  in  Ohio. 
The  Chevrolet  Motor  Ohio  Company,  a  subsidiary,  was, 
however,  located  in  Ohio.  According  to  the  court,  the 
annual  report  of  the  General  Motors  Corporation  setting 
forth  the  Chevrolet  Motor  Company  as  a  division  of  the 
corporation  and  describing  the  manufacturing  and  selling 
channels  by  which  the  parent  company  dealt  with  the 

*^  Industrial  Research  Corporation  v.  General  Motors  Corporation,  29 
F.(2d)  623  (D.  C,  N.  D.,  Ohio,  1928). 
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public  left  little  room  for  doubt  not  only  that  the  divisions 
were  subsidiaries,  but  also  were  mere  conveniences  em- 
ployed in  the  transaction  of  business  and  that  through 
them  the  corporation  was  doing  business  in  Ohio.  In  the 
judgment  of  the  court  it  would  be  intolerable  to  permit 
corporations  such  as  the  General  Motors  Corporation  to 
escape  responsibility  for  patent  infringement  by  subsidi- 
aries except  by  suit  in  the  district  of  residence  and  then 
only  by  proof  that  the  parent  company  alone,  independent 
of  the  subsidiaries,  carried  on  the  objectionable  practice. 
When  the  activities  of  a  corporation  had  become  so  varied 
and  widespread  as  to  require  operation  through  subsidi- 
aries, it  would  be  contrary  to  sound  policy  to  permit  it  to 
enjoy  the  benefits  of  the  subsidiary  activities  and  to  escape 
the  accompanying  responsibility. 

In  1932  the  Circuit  Court  of  Appeals  of  the  Second 
Circuit  upheld  the  order  of  the  special  master  which 
allowed  the  claims  of  two  creditors,  the  Oil  Transport 
Company  and  the  Sun  Oil  Corporation,  for  participation 
with  other  creditors  of  the  Island  Oil  and  Transport  Cor- 
poration in  the  assets  standing  in  the  name  of  one  of  its 
subsidiaries,  the  Island  Oil  Marketing  Corporation.*^  The 
parent  company  was  organized  under  the  laws  of  Virginia 
and  the  subsidiary  had  been  formed  under  the  laws  of 
Delaware.  Other  subsidiaries  had  been  organized  to  hold 
leases  of  oil  lands  located  in  Mexico.  Evidence  disclosed 
that  the  subsidiary,  the  Island  Oil  Marketing  Corporation, 
was  an  instrumentality  of  the  parent  company  created  for 
the  purpose  of  purchasing  and  selling  and  otherwise  acting 
as  fiscal  agent  for  the  parent  company.  The  method  of 
accounting  indicated  that  the  entire  beneficial  interest  in 
Cash  and  Accounts  Receivable  remained  in  the  parent  com- 
pany, while  the  subsidiary  was  allowed  by  contract  an 
annual  commission  for  its  services  as  purchasing  and  sales 

"  New  York  Trust  Company  v.  Island  Oil  and  Transport  Corporation, 
56  F.(2d)  580  (C  C  A.,  2d  Circ,  1932). 
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agent  for  the  other  subsidiary  companies.  Furthermore, 
creditors  of  the  subsidiary  had  insisted  upon  and  received 
the  guaranty  of  the  parent  company  in  extending  credit. 
These  facts  justified  disregarding  the  corporate  entities. 

On  the  basis  of  the  relationship  existing  between  the 
Municipal  Telephone  and  Utilities  Company — a  Delaware 
corporation  alleged  bankrupt — and  its  subsidiary,  the  Cir- 
cuit Court  of  Appeals  for  the  Eighth  Circuit  in  Central 
Bank  and  Trust  Company  v.  Caldwell,^'^  decided  in  1932, 
held  that  the  separate  corporate  entities  should  be  ignored. 
The  parent  company  owned  practically  all  the  stock  of  the 
subsidiary,  controlled  its  corporate  books  and  records, 
purchased  its  supplies,  paid  its  employees,  billed  the  cus- 
tomers for  it  and  drew  checks  against  the  subsidiary  as 
soon  as  it  had  collected  any  accounts.  The  officers  and 
directors  of  the  two  were  the  same  persons  and  they  had 
offices  together.  In  view  of  these  conditions  the  lower 
court  had  been  justified  in  finding  the  subsidiary  a  mere 
agency  of  the  parent  company  and  in  directing  the  receiver 
in  bankruptcy  to  take  possession  of  the  assets  of  the  sub- 
sidiary as  well  as  those  of  the  parent  company  and  to 
manage  both  businesses. 

In  contrast  with  the  cases  in  which  the  courts  have  dis- 
regarded the  rule  of  separate  corporate  entity,  in  others  the 
evidence  has  failed  to  justify  claims  that  subsidiary  com- 
panies were  used  as  an  agency  or  a  mere  instrumentality 
of  the  parent  corporation.  In  Majestic  Company  v. 
Orpheum  Circuit,  Inc.,"^'"  decided  in  1927,  suit  was  brought 
for  breach  of  contract  by  the  Des  Moines  Amusement 
Company  which  had  been  controlled  through  stock  owner- 
ship by  the  Orpheum  Company,  a  Delaware  corporation. 
Although  the  stock  ownership  had  been  disposed  of  by 

**  Central  Republic  Bank  &  Trust  Co.  v.  Caldwell,  58  F.(2d)  721  (C. 
C.  A.,  8th  Circ,  1932). 

*^  Majestic  Company  v.  Orpheum  Circuit,  Inc.,  21  F.(2d)  720  (C.  C.  A., 
8th  Circ,  1927). 
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the  Orpheum  Circuit,  Inc.  prior  to  the  non-payment  of 
rentals  due  under  the  contract  and  such  payments  had  been 
fully  made  up  to  the  time  of  sale,  the  Orpheum  Company 
was  made  defendant  on  the  theory  that  the  Des  Moines 
Company  had  been  a  mere  agent  of  the  defendant  corpora- 
tion. During  the  period  of  its  stock  ownership  the 
Orpheum  Company  had  exercised  its  legal  right  as  a  con- 
trolling stockholder  and  had  elected  directors  of  the  sub- 
sidiary who  were  also  directors  or  officers  of  the  parent 
company,  as  was  the  case  with  the  thirty-three  other  sub- 
sidiaries. The  Orpheum  Company  as  the  majority  stock- 
holder exercised  a  controlling  influence  over  the  subsidiary 
companies.  According  to  the  court,  however,  the  mere 
fact  of  the  exercise  of  influence  through  stock  ownership 
did  not  make  either  the  agent  of  the  other.  The  business 
of  the  subsidiaries  was  coordinated  by  the  common  direc- 
tors but  each  had  its  own  directors  and  officers,  kept  books 
of  account,  and  each  one  conducted  its  business  wholly 
separate  from  any  other,  paid  dividends,  and  was  handled 
as  a  separate  corporation  in  all  respects. 

The  relation  bet^^een  a  parent  company  and  its  sub- 
sidiary was  also  involved  in  Owl  Vum'i gating  Corporation 
V.  California  Cyanide  Company,  Inc^^  The  bill  of  com- 
plaint charged  the  California  Cyanide  Company,  the 
operating  subsidiary  of  a  Delaware  company,  with  direct 
infringement  of  patents  and  the  parent  company  of  the 
same  name  with  indirect  infringement  in  that  the  latter 
company  authorized,  directed,  and  controlled  the  acts  of 
the  subsidiary.  The  complainants  relied  to  a  considerable 
extent  upon  a  letter,  dated  February  10,  1925,  from  the 
President  of  the  Air  Reduction  Company,  Inc.  to  its  stock- 
holders off^ering  the  stock  of  the  Delaware  company.  It 
was  stated  there  in  part  that,  in  view  of  certain  provisions 

**  Oul  Fumigating  Corporation  v.  California  Cyanide  Co.,  Inc.,  24 
F.(2ci)  718  (D.  C,  Del.,  1928);  30  F.(2cl)  812  (C.  C.  A.,  3d  Circ. 
1929). 
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of  the  California  law,  a  separate  corporation  of  the  same 
or  similar  name,  and  having  the  same  or  substantially  the 
same  officers  and  directors,  was  to  be  organized  in  Cali- 
fornia to  erect  and  operate  the  plant  and  carry  on  the  busi- 
ness; and  that  all  of  the  capital  stock  of  the  California 
company  except  qualifying  shares  was  to  be  acquired  and 
held  by  the  Delaware  corporation. 

The  bill  was  dismissed  by  the  District  Court  and  the 
decree  upheld  by  the  Circuit  Court  of  Appeals.  According 
to  the  decision  of  the  District  Court,  the  letter  offering  the 
stock  of  the  Delaware  company  did  not  describe  the  legal 
relation  between  the  parent  and  its  subsidiary  company. 
While  the  relations  between  the  two  were  close,  the  facts 
were  not  sufficient  to  convert  them  into  the  legal  relation- 
ship of  agency  or  to  show  that  the  California  company  was 
created  for  the  purpose  of  infringing  on  the  patents  or  that 
there  had  been  concerted  action  between  the  two.  The 
granting  of  non-exclusive  licenses  to  the  California  com- 
pany and  also  the  arrangement  that  inventions  by  em- 
ployees of  the  California  company  were  to  be  assigned  to 
the  Delaware  corporation  were  additional  facts  corroborat- 
mg  the  decision.*^ 

In  the  revisions  of  the  corporation  laws  which  were 
undertaken  in  several  states  at  the  beginning  of  the  twen- 
tieth century  the  adoption  of  the  policy  which  was  being 
pursued  in  New  Jersey  and  Delaware  became  more  wide- 
spread.   In  1901  the  statutes  of  the  states  of  Maine,*® 

^^  From  their  analysis  of  the  cases  in  the  various  jurisdictions  involving 
the  relation  of  parent  and  subsidiary,  William  O.  Doughlas  and  Carrol 
M.  Shanks  suggest  the  following  standards  which  will  maintain  the  sepa- 
rateness  of  the  corporate  entities:  sufficient  financial  independence  of  sub- 
sidiaries to  enable  them  to  carry  normal  strains;  separation  of  ordinary 
business  activities  and  maintenance  of  separate  financial  and  business 
records;  distinct  organizations  with  separate  meetings;  sufficient  represen- 
tation to  outsiders  of  the  separate  identities.  William  O.  Doughlas  and 
Carrol  M.  Shanks,  "  Insulation  from  Liability  through  Subsidiary  Cor- 
porations," Yale  Law  Journal,  XXXIX,  193-218. 

"Me.  Laws,  1901,  ch.  229,  sec.  14. 
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Pennsylvania/^  and  North  Carolina  ^°  included  new  pro- 
visions relating  to  the  power  of  a  corporation  to  purchase 
stock  of  another  company.  In  all  of  these  states  the  legisla- 
tion followed  the  example  of  the  New  Jersey  statute  and 
conferred  unlimited  authority  for  the  acquisition  and  hold- 
ing of  stocks.  The  amendments  to  the  laws  of  Con- 
necticut,^^ Virginia/'-  and  Alabama  ^^  in  1903  were  of 
similar  character. 

Statutory  provisions  for  unlimited  authority  in  the  acqui- 
sition and  holding  of  stock  have  gradually  been  adopted 
until  twenty-nine  states  at  the  present  time  have  laws  per- 
mitting the  exercise  of  powers  of  such  scope.^"*  In  some 
of  these  states  provisions  similar  to  those  of  Delaware 
have  been  adopted;  in  others  the  result  has  been  accom- 
plished by  specifically  including  the  stocks  of  other  corpora- 
tions in  the  general  power  to  deal  in  real  and  personal 
property.  The  laws  of  the  remaining  states  vary  with 
respect  to  the  power  conferred  upon  corporations  to  pur- 
chase and  hold  stocks  of  other  companies.  In  nine  states 
there  are  no  specific  statutory  provisions  authorizing  the 
exercise  of  the  power.^^  In  three  others  the  power  of 
acquiring  stock  is  limited  to  shares  issued  by  corporations 
organized  for  similar  purposes  or  purposes  which  may  be 
incidental  or  tributary  to  those  of  the  purchasing  com- 
pany.^^  The  laws  of  a  few  states  have  attempted  to  prevent 
the  utilization  of  the  power  for  monopoly  purposes  by 
authorizing  the  exercise  of  the  power  except  where  the 

"  Pa.  Pub.  Laws,  1901,  ch.  298,  sec.  1. 

"°N.  C  Laws,  1901,  ch.  2. 

"  Conn.  Pub.  Acts,  1903,  ch.  194,  sec.  4. 

"  Va.  Laws,  1902-03,  p.  437. 

"Ala.  Laws,  1903,  p.  310,  sec.  7. 

"  These  states  include  Ala.,  Ark.,  Col.,  Conn.,  Del.,  Fla.,  111.,  Ind.,  La., 
Me.,  Md.,  Mich.,  Minn.,  Mo.,  Mont.,  Nev.,  N.  H.,  N.  M.,  N.  Y.,  N.  C, 
Ohio,  Ore.,  Penn.,  R.  I.,  S.  C,  Va.,  Wash.,  W.  Va.,  Wise.  Corporation 
Manual,  J.  S.  Parker,  ed.,  36th  ed.,  1935. 

"  Ariz.,  Ida.,  Iowa,  Ky.,  Mass.,  Neb.,  N.  D.,  S.  D.,  and  Utah.    Ibid. 

"  Kan.,  Vt.,  and  Wyo.     Ibid. 
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effect  would  be  to  lessen  competition,  restrain  trade  or  to 
create  a  monopoly."  In  the  District  of  Columbia  the 
power  is  expressly  prohibited. ^^  The  laws  of  California 
confer  unlimited  authority  to  purchase  stocks  of  other 
companies  except  that  corporations  may  not  purchase 
shares  of  any  company  by  which  it  is  controlled.^® 

The  use  of  the  subsidiary  company  in  American  business 
has  become  widespread.  The  extent  to  which  corporations 
operate  through  subsidiaries  is  illustrated  by  the  number 
of  corporations  organized  under  the  laws  of  Delaware 
which  maintain  auxiliary  organizations.  In  1931  the  se- 
curities of  209  industrial  companies  formed  under  the 
Delaware  law  were  traded  in  on  the  New  York  Stock 
Exchange;  of  this  number  179  or  86  per  cent  had  one  or 
more  subsidiary  companies.  One  hundred  and  forty-two 
of  the  179  companies  were  both  operating  and  holding 
companies,  while  37  of  the  companies  were  pure  holding 
companies  apparently  owning  little  property  except  the 
stock  of  the  subsidiaries.^^ 

Where  the  business  of  a  corporation  has  become 
national  or  international  in  scope,  it  may  be  conducted 
through  numerous  subsidiaries.  Standard  Brands,  Inc., 
organized  under  the  Delaware  law,  at  present  conducts  its 
business  through  twelve  subsidiary  companies  which  are 
for  the  most  part  wholly  owned.  Four  of  the  subsidiaries 
are  engaged  in  the  manufacture  and  distribution  of  baking 
powder,  malt  and  yeast,  and  other  products  of  the  com- 
pany. Another  subsidiary  owns  and  operates  tank  cars, 
conducts  a  trucking  business,  and  manufactures  ship- 
ping boxes.  The  remaining  companies  are  engaged  in 
the  manufacture  and  distribution  or  in  the  distribution 
only  of  the  company's  products  in  special  territories. 
Separate  corporations  are  maintained  to  conduct  the  com- 

"  Ga.,  Miss.,  N.  J.,  Okla.,  Tenn,  and  Tex.    Ibid. 

"  Ibid.  "  Ibid. 

"°  Compiled  from  Moody's  Manual  of  Investments,  Industrial  Section. 
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pany's  business  in  each  of  the  following  sections:  Cali- 
fornia and  the  Pacific  Coast;  Japan,  China,  and  the  Far 
East;  Central  and  South  America;  Cuba,  Mexico,  and 
Panama;  Canada;  Brazil;  and  Argentina. 

While  the  demand  among  business  men  for  statutes 
authorizing  corporations  to  purchase  and  hold  stocks  of 
other  companies  arose  in  a  period  when  one  of  the  main 
purposes  was  to  achieve  combination  to  control  competi- 
tion, one  of  the  most  important  modern  uses  of  the  power 
is  the  formation  of  subsidiaries  as  a  means  of  internal 
organization  of  the  business  of  private  corporations. 
Where  this  is  the  case  the  subsidiaries  are  in  many  in- 
stances mere  agencies  or  departments  and  the  separate 
corporate  entities  are  maintained  for  the  convenient  opera- 
tion of  business.  They  have  been  used  to  overcome  the 
difficulty  of  qualifying  the  parent  company  as  a  foreign 
corporation  in  a  particular  state.  In  other  instances  sub- 
sidiaries have  been  formed  to  make  financing  easier;  to 
avoid  complications  involved  in  the  purchase  of  physical 
assets;  to  retain  the  good-will  of  an  established  business 
unit;  to  avoid  taxation;  to  avoid  cumbersome  management 
structures;  or  to  secure  limited  liability.^^ 

But  even  as  a  device  for  the  adjustment  of  a  corpora- 
tion's business  to  foreign  corporation  laws  of  the  various 
states  in  which  the  company  may  carry  on  business,  the 
subsidiary  in  all  instances  has  not  proved  a  satisfactory 
solution  to  the  problems  created  by  such  laws.  The  major 
difficulty  is  that  a  local  subsidiary  becomes  a  foreign  cor- 
poration as  soon  as  its  business  extends  beyond  the  boun- 
daries of  the  state  of  incorporation.  Just  as  it  would  be 
necessary  for  the  parent  company  to  qualify  under  the 
foreign  corporation  statutes,  so  it  would  be  necessary  for 
the  subsidiary  to  qualify  in  other  states  when  its  business 
there  involves  such  activities  as  the  maintenance  of  ware- 

"Doughlas  and  Shanks,  Yale  Law  Journal,  XXXIX,  193-218. 
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house  stocks,  the  installation  of  equipment  of  construc- 
tion— activities  which  rob  business  transactions  of  a  strictly 
interstate  character.^^  Under  these  conditions  some  other 
method  of  doing  business  may  be  more  desirable,  such  as 
the  qualification  of  the  parent  company  under  the  foreign 
corporation  laws  of  states  in  which  the  volume  of  trans- 
actions warrants,  or  the  contracting  of  the  above  functions 
with  local  companies.  In  recent  years  there  has  been  a 
tendency  to  reduce  the  number  of  subsidiaries,  a  tendency 
which  has  been  accelerated  since  1934  by  the  withdrawal 
under  the  Revenue  Act  of  1934  of  the  privilege  of  filing 
consolidated  returns  for  the  federal  income  tax.^^  But  in 
view  of  the  varying  and  increasing  regulation  and  the 
taxation  of  foreign  corporations  under  state  laws,  it  is 
likely  that  the  subsidiary  will  remain  an  important,  if 
temporary,  method  of  organizing  the  business  of  an  indi- 
vidual corporation. 

*^  See  Harry  A.  Haring,  Corporations  Doing  Business  in  Other  States, 
pp.  277-281. 

•"  Revenue  Act  of  1934,  Public  No.  216,  73d  Cong.,  H.  R.  7835,  Title  I, 
sec.  52. 


CHAPTER  IV 

Capital  Stock 

The  Issue  and  Payment  of  Capital  Stock 

An  important  problem  in  the  drafting  of  the  Delaware 
law  related  to  those  provisions  which  regulated  the  issue 
and  payment  of  capital  stock.  In  order  to  increase  the 
efficiency  of  the  corporation  as  an  instrument  for  the  rais- 
ing of  capital,  the  primary  problem  confronting  lawmakers 
has  been  the  devising  of  a  method  by  which  fully-paid  and 
non-assessable  shares  could  be  issued  and  the  hazard  of 
the  liability  on  the  part  of  the  holders  in  the  case  of 
insolvency  could  be  reduced.  Writing  in  1893,  Seymour 
D.  Thompson  stated  that  the  question  of  what  shall  be 
deemed  a  good  payment  for  corporate  shares  as  between 
the  shareholders  and  creditors  of  a  corporation  after  the 
corporation  has  become  insolvent  was  one  of  the  most 
important  connected  with  the  whole  law  of  corporations.^ 
As  the  combinations  increased  in  number  and  magnitude 
at  the  end  of  the  nineteenth  century  the  question  became 
one  of  pressing  importance,  especially  in  view  of  the 
methods  by  which  the  combinations  were  financed. 

Under  the  old  theory  of  corporations  which,  according 
to  the  Massachusetts  Committee  on  Corporation  Law  of 
1903,^  looked  to  the  state  to  guarantee  the  corporation  to 
the  public  in  all  particulars,  the  capital  stock  was  con- 
ceived as  a  fund  for  the  benefit  of  creditors.  The  corollary 
followed  that  stockholders  were  to  be  held  liable  for  the 
full  payment  of  the  stock  up  to  the  par  value  to  insure  the 
actual  contribution  of  the  fund.  With  the  development  of 
new  methods  for  the  financing  of  large  corporations  the 

*  Seymour  D.  Thompson,  "  Payment  of  Shares  in  Property,"  Central 
Law  Journal,  XXXVI,  92;  also  "Corporations:  Payment  for  Shares  in 
Property,"  American  Law  Review,  XXXII,  604. 

•Massachusetts  Committee  on  Corporation  Law,  Report,  1903,  p.  20. 
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safeguard  against  improperly  paid  stock  was  believed  to 
impede  the  ready  sale  of  securities. 

The  "  trust- fund  "  doctrine  which  has  formed  the  basis 
of  stockholders'  liability  to  creditors  was  first  enunciated 
in  1824  by  Justice  Story  in  Wood  v.  Dummer.^  In  this 
case  two-thirds  of  the  capital  of  a  bank  had  been  distri- 
buted among  the  stockholders  without  setting  aside  funds 
sufficient  to  pay  the  bank's  outstanding  bill-holders.  With 
respect  to  the  function  of  the  capital  of  a  corporation, 
Justice  Story  said: 

It  appears  to  me  very  clear,  upon  general  principles  as  well  as 
the  legislative  intention,  that  the  capital  stock  of  banks  is  to  be 
deemed  a  pledge  or  trust  fund  for  the  payment  of  the  debts 
contracted  by  the  bank.  The  public  as  well  as  the  legislature  have 
always  supposed  this  to  be  a  fund  appropriated  for  such  purpose. 
The  individual  shareholders  are  not  liable  for  the  debts  of  the 
bank  in  their  private  capacities.  The  charter  relieves  them  from 
personal  responsibility,  and  substitutes  the  capital  stock  in  its 
stead.  Credit  is  universally  given  to  this  fund  by  the  public,  as 
the  only  means  of  repayment.  During  the  existence  of  the  cor- 
poration it  is  the  sole  property  of  the  corporation,  and  can  be 
applied  only  according  to  the  charter;  that  is,  as  a  fund  for  the 
payment  of  its  debts,  upon  the  security  of  which  it  may  discount 
and  circulate  notes.  Why,  otherwise,  is  any  capital  stock  required 
by  our  charters  }  If  the  stock  may,  the  next  day  after  it  is  paid  in, 
be  withdrawn  by  the  stockholders  without  payment  of  the  debts 
of  the  corporation,  why  is  its  amount  so  studiously  provided  for, 
and  its  payment  by  the  stockholders  so  diligently  required  7 

The  observation  of  Justice  Story  was  taken  up  by  the 
courts  as  the  solution  of  the  problem  of  protecting  credi- 
tors against  the  evils  of  "  watered  "  or  improperly  paid 
stock  and  against  improper  disposition  of  the  assets  of  a 
corporation.  In  some  states,  statutes  were  enacted  declar- 
ing that  the  stockholders  were  liable  to  creditors  in  case 
of  insolvency  when  the  stock  had  not  been  fully  paid  up. 

"  Wood  V.  Dummer,  3  Mason  308,  Fed.  Cas.  No.  17,944  (1824). 
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The  principle  of  such  legislation  was  the  same  as  that 
which  underlay  the  "  trust- fund  "  doctrine  of  Justice  Story/ 
In  the  state  of  Delaware  the  protection  of  creditors 
was  governed  by  statute.  The  Act  of  1883  had  contained 
provisions  of  this  nature  ''  which  were  put  into  the  new 
Act  of  1899.^  By  section  14  of  the  Act  of  1899  it  was 
provided  that: 

When  the  whole  capital  stock  of  a  corporation  shall  not  have 
been  paid  in,  and  the  assets  shall  be  insufficient  to  satisfy  the 
claims  of  its  creditors,  each  stockholder  shall  be  bound  to  pay 
on  each  share  held  by  him  the  sum  necessary  to  complete  the 
amount  of  the  par  value  of  such  share  as  fixed  by  the  charter  of 
the  company,  or  its  certificate  of  incorporation,  or  such  proportion 
of  the  sum  as  shall  be  required  to  satisfy  the  debts  of  the 
company,  .  .  . 

Statutory  provision  for  stockholders'  liability  to  credi- 
tors in  case  of  insolvency  was  designed  to  make  certain 
the  fact  and  the  extent  of  this  contingent  liability.  The 
purpose  of  section  21  of  the  New  Jersey  statute  of  1896, 
which  was  representative  of  this  type  of  legislation  and 
which  was  similar  to  the  provision  of  the  Delaware  Act  of 

*See  duPont  v.  Ball,  11  Del.  Ch.  430,  106  A.  39  (1918)  in  which  the 
Delaware  Supreme  Court,  after  citing  Justice  Story  in  Wood  v.  Dummer, 
quotes  the  U.  S.  Supreme  Court  in  Sanger  v.  Upton,  91  U.  S.  56,  23  L. 
Ed.  220,  decided  in  1875  as  follows: 

""  The  capital  stock  of  an  incorporated  company  is  a  fund  set  apart  for 
the  payment  of  its  debts.  It  is  a  substitute  for  the  personal  liability  which 
subsists  in  private  copartnerships.  ...  It  is  publicly  pledged  to  those  who 
deal  with  the  corporation,  for  their  security.  Unpaid  stock  is  as  much  a 
part  of  this  pledge,  and  as  much  a  part  of  the  assets  of  the  company,  as 
the  cash  which  has  been  paid  in  upon  it." 

^  17  Del.  Laws,  1883,  ch.  147,  sec.  4. 

'21  Del.  Laws,  1899,  ch.  273,  sec.  14. 

The  provision  of  the  Act  of  1899  was  substantially  the  same  as  that 
contained  in  sec.  4  of  the  Act  of  1883,  except  that  the  earlier  law  used 
the  words  "  capital  paid  "  for  the  word  '  assets  "  of  the  1899  Act  in  the 
phrase  "  and  the  assets  shall  be  insufficient  to  satisfy  the  claims  of  the 
creditors." 
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1899,  was  described  by  the  Court  of  Errors  and  Appeals 
of  New  Jersey  in  1906  in  the  following  manner: 

But  in  this  state  the  stockholders'  liability  to  creditors  does  not 
depend  alone  or  chiefly  upon  the  theory  of  ""  holding  out."  It 
depends  upon  the  stockholders'  voluntary  acceptance,  for  con- 
sideration touching  his  own  interest,  of  a  statutory  scheme  to 
which  watered  stock,  under  whatever  device  issued,  is  absolutely 
alien,  and  which  requires  stock  subscriptions  to  be  made  good 
for  the  benefit  of  creditors  of  insolvent  companies,  without 
distinction  between  prior  and  subsequent  creditors  who  had 
notice  and  those  who  had  none."^ 

By  the  "  voluntary  acceptance  "  of  the  statutory  scheme, 
stockholders  were  held  accountable  in  situations  where,  in 
the  absence  of  a  statutory  provision,  the  courts  of  other 
states  had  found  no  equity  to  exist  in  favor  of  the  creditors 
of  an  insolvent  corporation.  For  example,  the  rule  in  the 
majority  of  the  states  was  that  knowledge  on  the  part  of 
creditors  that  stock  issued  as  fully-paid  and  non-assessable 
was  not  in  fact  paid  for,  would  estop  the  creditors  from 
enforcing  the  stockholders'  liability  for  the  difference 
between  the  amount  paid  or  delivered,  and  the  par  value 
of  the  stock.®  In  accordance  with  decisions  in  Connecticut, 
Illinois,  Kentucky,  and  New  Jersey,  which  states  had 
statutes  which  held  stockholders  liable  for  unpaid  sub- 
scriptions, the  Supreme  Court  of  Delaware  in  1918  stated 
that  the  rule  under  the  Delaware  Act  of  1899  was  that 
knowledge  on  the  part  of  creditors  that  stock  was  not  fully 
paid  did  not  preclude  the  creditor  from  enforcing  the 
liability  of  stockholders.^  According  to  the  court  the  credi- 
tors might  also  know  or  have  good  reason  to  believe  that 

'  Easton  National  Bank  v.  American  Brick  and  Tile  Company,  70  N.  J. 
Eq.  732,  64  A.  917  (1906). 

^  See  Annotations  in  7  A.  L.  R.  955  of  duPont  v.  Ball,  11  Del.  Ch.  430, 
106  A.  39  (1918).  This  was  the  rule  in  the  U.  S.  Courts,  in  Ala.,  Calif., 
Ga.,  Ind.,  lo.,  Mich.,  Minn.,  Mo.,  Neb.,  Ore.,  Texas,  Wash.,  Wis.,  Wyo. 

*  duPont  V.  Ball,  11  Del.  Ch.  430,  106  A.  39  (1918). 
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the  holders  of  such  stock  would  be  legally  liable  for  the 
debts  of  the  company  to  the  extent  of  the  par  value  of  their 
stock.  Furthermore,  the  same  court  was  of  the  opinion 
that  actual  participation  by  a  creditor  in  the  issuance  of 
unpaid  stock  as  fully-paid  and  non-assessable  did  not  estop 
him  from  enforcing  his  claim  against  other  stockholders 
when  there  was  no  intention  on  his  part  to  perpetrate  a 
fraud  upon  the  others  or  gain  an  unfair  advantage  by  the 
transaction. 

Under  statutes  defining  liability,  it  was  impossible  for 
stockholders  of  an  insolvent  Delaware  corporation  to  set 
up  the  defense  that  the  corporation  had  issued  the  stock 
as  fully-paid  and  had  agreed  that  it  should  be  non-asses- 
sable. The  Supreme  Court  held  in  duPont  v.  Ball  that  such 
an  agreement  was  ultra  vires  and  void  and  that  the  accept- 
ance of  the  stock  raised  an  implied  promise  to  pay  there- 
for.^^  In  addition,  it  was  no  defense  to  liability  that  the 
stock,  having  been  issued  without  consideration  contrary 
to  Article  IX,  section  3  of  the  Constitution,  was  ultra  vires 
and  void.  Under  such  conditions,  the  ultra  vires  feature  of 
the  transaction  was  not  the  issuance  of  the  stock  but  the 
failure  to  exact  payment  and  the  agreement  under  which 
it  was  issued.  The  distinction  drawn  lay  between  declar- 
ing the  issue  of  stock  void  and  declaring  that  the  contract 
to  issue  stock  without  statutory  consideration  was  unlawful 
and  void,  the  latter  leaving  unimpaired  the  obligation  to 
pay  for  the  stock  when  and  as  required  by  the  corporation 
or  when  and  as  needed  to  pay  creditors. ^^ 

Statutory  provisions  imposing  a  contingent  liability  upon 
stockholders  worked  well  as  long  as  stock  was  issued  for 
cash.  But  as  soon  as  it  became  the  practice  for  corporations 
to  issue  stock  for  property  and  services  as  well  as  for 
money,  the  problem  of  valuation  and  of  "  watered  "  stock 
arose.  At  the  time  of  the  enactment  of  the  Delaware  Act 

"  Ibid. 

**  Scully  V.  Automobile  Finance  Co.,  12  Del.  Ch.  174,  109  A.  49  (1920). 
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in  1899  the  right  to  issue  stock  for  property  and  services 
was  well  established;  the  draftsmen  of  the  law  were  pri- 
marily concerned  with  the  method  for  the  valuation  of  the 
consideration  received  for  par  stock  by  which  it  could  be 
issued  as  fully-paid/^ 

The  courts  had  developed  rules  for  the  valuation  of 
property  when  imposing  stockholders'  liability  in  cases 
where  the  stock  had  been  issued  as  fully-paid  in  return  for 
property  taken  at  an  overvalued  figure  and  insolvency  had 
subsequently  occurred.  One  test  to  be  applied  by  the  courts 
was  the  "  true-value  "  rule  deduced  from  the  "  trust- fund  " 
doctrine.  Under  this  test  the  courts,  regardless  of  the 
presence  or  absence  of  good  faith  in  the  transaction,  would 
not  allow  the  stock  of  a  corporation  to  be  exchanged  for 
anything  in  the  nature  of  property  except  to  the  true  value 
of  the  property.^^  The  effect  was  to  make  evidence  of  over- 
valuation alone  sufficient  grounds  for  the  courts  to  invali- 
date stock  issued  as  fully-paid.  Stockholders  were  held 
liable  in  cases  of  insolvency  for  the  difference  between  the 

^^  Many  Delaware  cases  involving  stockholders'  liability  have  centered 
around  the  kind  of  consideration  received  for  stock  issues  as  well  as  the 
value  of  the  consideration.  In  Delaware  stockholders  are  held  liable  for 
stock  taken  where  the  consideration  has  not  come  within  the  meaning  of 
the  constitutional  provision  which  prohibits  the  issue  of  stock  "'  except 
for  money  paid,  labor  done  or  personal  property,  or  real  estate  or  leases 
thereof  actually  acquired  by  such  corporation."  Del.  Const.  1897,  Art.  IX, 
sec.  3. 

"■^Schickle  V.  Watts,  94  Mo.  410,  7  S.  W.  274  (1888). 

Here  the  Supreme  Court  of  Missouri  said: 

"  Upon  the  premise  so  well  established,  that  the  capital  stock  of  a  cor- 
poration is  a  trust  fund  for  the  benefit  of  creditors,  the  very  reasonable 
deduction  has  been  made  by  the  courts  that  where  an  agreement  is  entered 
into  between  a  contractor  and  a  corporation,  whereby  the  former  is  to 
perform  work  for,  or  furnish  material  to,  the  latter,  and  to  take  unpaid 
stock  in  part  or  in  full  payment,  that  such  contractor,  whether  for  labor 
or  material,  can  only  charge  therefor  the  reasonable  market  value  for 
such  labor  or  material  thus  given  in  exchange,  and  that  all  agreements  by 
the  corporation  to  pay  more  than  such  reasonable  compensation  will  be 
disregarded  and  held  for  naught  by  the  courts,  when  the  rights  of  creditors 
intervene.     And  this  is  the  case  even  though  no  fraud  be  proven." 
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par  value  of  their  shares  and  the  value  of  property  re- 
ceived as  consideration,  irrespective  of  whether  the  dis- 
crepancy was  the  result  of  fraud  or  mere  mistakes  in 
judgment. 

As  in  the  case  of  the  "  trust- fund  "  doctrine,  in  some 
states  the  "  true- value  "  rule  had  received  statutory  enact- 
ment. In  Maine,  the  law  provided  that  the  property 
received  for  stock  issues  should  be  valued  at  a  "  bona  fide 
and  fair  valuation";^"*  in  Connecticut,  at  its  "actual 
value  " ;  ^^  in  Wisconsin  ^^  and  North  Dakota,^^  at  its  "  true 
money  value  " ;  in  South  Carolina  at  its  "  money  value  " ;  ^^ 
in  Tennessee  ^^  and  Utah,-°  at  its  "  fair  cash  value  ";  and 
in  Kentucky,  at  its  "  market  value."  ^^ 

While  the  "  true-value  "  test  provided  security  for  the 
creditors  of  insolvent  corporations,  the  defects  of  the  rule 
had  induced  the  courts  in  other  states  to  substitute  a  rule 
which  would  be  more  equitable  to  stockholders — one  which 
sought  to  distinguish  between  fraudulent  overvaluations 
and  those  resulting  from  mistakes  in  judgment  honestly 
made.  In  applying  the  "  true-value  "  test  the  courts  were 
confronted  with  the  difficulty  of  determining  the  basis  of 
the  value  of  production  goods  for  which  no  ready  market 
existed.  As  early  as  1874  in  Schenck  v.  Andrews,  a  lead- 
ing New  York  case,  the  court  stated  there  was  no  exact 
mathematical  value  which  could  be  applied  to  mines, 
mechanical  contrivances  or  manufacturing  establishments. 
Furthermore,  it  was  evidently  the  opinion  of  the  court  that 
a  strict  application  of  the  "  true- value  "  test  would  deter 
the  organization  of  business  enterprise  in  the  form  of  the 

"Maine,  Rev.  Stat.  1883,  ch.  A6,   sec.  45. 

"  Conn.,  Gen.  Stat.  1887,  ch.  CXX,  sec.  1947. 

"Wise,  Wise.  Stat.  1898,  sec.  1753. 

"N.  D.,  Code  1899,  sec.  2877. 

"  S.  C,  Code  1902,  sec.  1882. 

"Tenn.,  Code  1896,  sec.  2335. 

"Utah,  Rev.  Stat.,  1898,  sec.  316. 

"Ky.,  Ky.  Stat.,  1898,  sec.  568. 
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corporation.  Both  the  difficulty  in  the  determination  of 
value  and  the  restrictive  nature  of  the  "  true- value  "  test 
are  present  in  the  following  frequently  quoted  passage 
from  the  opinion  of  Justice  Lott: 

No  person  could  be  expected  to  become  a  stockholder,  and  pay 
his  money  or  appropriate  his  property,  and  he,  nevertheless,  be 
held  liable  to  a  contribution  in  favor  of  creditors,  to  the  extent 
of  the  stock  issued  for  such  property,  if  a  jury  should,  subse- 
quently, and  at  an  indefinite  and  unlimited  period  thereafter, 
find  that  the  trustees  had,  under  a  mistake,  but  in  an  honest 
exercise  of  their  judgment,  concluded,  erroneously,  either  that 
the  property  was  in  fact,  as  disclosed  by  subsequent  events,  not 
absolutely  indispensable  or  actually  worth  the  full  sum  allowed 
for  it.  There  are  many  circumstances  that  affect  values.  The  time 
of  purchase,  the  demand  for  the  articles  sought  for,  a  limited 
supply,  the  credit  given,  a  panic  in  the  money  market,  and  various 
other  matters,  have  their  influence  and  effect,  and  which  cannot 
be  properly  appreciated,  at  a  remote  day,  after  these  causes  have 
ceased  to  operate.22 

Another  factor  leading  to  the  adoption  of  a  new  rule  of 
valuation  was  the  dissatisfaction  with  the  principle  upon 
which  the  "  true- value  "  test  was  based.  This  view  is 
encountered  in  the  opinion  of  an  Ohio  Circuit  Court  in 
Kunz  v.  National  Valve  Co.^^  an  opinion  cited  by  the 
Special  Committee  appointed  to  revise  the  Ohio  Corpora- 
tion Law  in  support  of  its  proposal  for  a  statutory  state- 
ment of  the  "  good-faith  "  test.^*  Although  the  decision 
was  rendered  some  years  after  the  time  when  the  new 
Delaware  Act  was  being  framed,  the  opinion  in  this  case 
indicates  one  of  the  factors  which  was  leading  to  the  dis- 
card of  the  "  true-value  "  test.  The  judge  in  this  case  was 
impressed  with  the  view  that  creditors  were  no  longer 

""""Schenck  v.  Andrews,  57  N.  Y.  133  (1874). 

""^  Kunz  V.  National  Valve  Co.,  9  O.  C.  (N.  S.)   593  (1907). 

^*  Ohio  State  Bar  Association,  Working  Notes  of  the  Special  Co?nmittee 
to  Draft  a  Revision  of  the  Ohio  Corporation  Laws,  Third  Draft,  1926, 
p.  23. 
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relying  upon  the  amount  of  the  capitalization  of  a  com- 
pany in  giving  credit  to  the  extent  they  had  at  some  former 
time.  In  contrast  with  the  theory  of  some  courts  that  the 
amount  of  capitaUzation  of  a  company  was  a  sort  of  asset 
for  the  protection  of  creditors  which  had  been  paid  in  and 
remained  undisturbed,  this  judge  w^as  of  the  opinion  that 
with  the  changing  fortunes  of  an  individual  concern  the 
capitaUzation  afforded  little  basis  for  an  estimate  of  the 
financial  strength  of  a  company.  He  felt  that  the  courts 
"  ought  not  to  go  very  much  further  in  holding  stock- 
holders to  a  technical  liability  based  upon  a  legal  fiction." 

While  the  courts  were  thus  endeavoring  to  procure  a 
rule  of  valuation  w^hich  would  be  more  equitable  to  stock- 
holders and  which  would  not  impede  the  development  of 
the  corporate  form  of  enterprise,  the  notions  of  business 
men  had  changed  as  to  the  basis  of  value.  This  change 
represented  a  shift  in  emphasis  from  assets  to  earnings  as 
the  foundation  of  value.  An  expression  of  the  newer 
notion  is  found  in  the  testimony  of  John  W.  Gates  before 
the  United  States  Industrial  Commission  in  1900."  He 
stated  that  in  making  an  investment  in  a  railroad  the  rela- 
tive earning  capacities  of  two  roads  w^ould  be  the  guide 
in  the  selection. 

The  problem  of  an  equitable  legal  rule  as  betw^een 
creditors  and  stockholders  had  at  an  early  date  been  im- 
portant in  the  valuation  of  speculative  property  such  as 
mines  and  oil  properties;  but  it  became  pressing  in  the  last 
decade  of  the  nineteenth  century  under  the  methods  by 
which  the  large  corporations  resulting  from  combination 
were  financed.  Most  of  the  organizers  of  large  combina- 
tions in  this  period  were  of  the  opinion  that  earning 
capacity  as  well  as  tangible  assets  were  proper  bases  of 
capitalization.^®   The  plan  most  commonly  followed  pro- 

"  John  W.  Gates,  Chairman  of  the  American  Steel  &  Wire  Co.,  before 
the  U.  S.  Industrial  Commission,  Report,  1900,  I,  1022. 

"U.  S.  Industrial  Commission,  Final  Report,  1902,  XIX,  617. 


^^ 
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vided  for  the  issue  of  preferred  stock  to  an  amount  equal 
to  the  tangible  assets,  and  at  least  an  equal  amount  of 
common  stock  to  represent  good-will.  In  some  cases  the 
"  good- will  "  was  taken  to  represent  "  the  value  derived 
from  patents,  trademarks  and  business  connections,"  while 
in  other  promotions  "  good- will  "  represented  the  "  value 
of  the  earning  capacity  of  the  establishments  and  the  hopes 
of  the  promoter  as  to  the  savings  and  profits  which  may 
be  realized  as  a  result  of  the  combination."  "  In  addition 
to  the  cost  of  the  properties,  the  capitalizations  of  the  com- 
binations also  included  large  amounts  of  common  stock 
issued  to  the  promoters  to  cover  the  cost  of  promotion  and 
organization.^*  For  example,  $10,000,000  in  common  stock 
in  excess  of  the  cost  of  the  properties  comprising  the 
American  Tin  Plate  Company  was  issued  to  William  H. 
Moore,  the  promoter.  This  included  stock  for  his  re- 
muneration and  stock  necessary  to  pay  commissions  and 
bonuses  in  order  to  obtain  many  of  the  plants  required 
to  insure  the  success  of  the  enterprise. 

The  plan  of  promotion  based  on  expected  earning  power 
resulted  in  capitalizations  largely  in  excess  of  the  balance 
sheet  values  of  the  manufacturing  capital  employed  by  the 
constituent  companies  forming  the  combination.  Accord- 
ing to  the  census  data  of  December  31,  1900,  regarding 
183  industrial  combinations  as  presented  by  the  Industrial 
Commission,  the  total  capitalization  represented  by  the 
securities  actually  issued  amounted  to  $3,085,200,868 — 
divided,  $216,412,759  in  bonds,  $1,066,525,963  in  pre- 
ferred stock,  and  $1,802,262,146  in  common  stock.^' 
When  compared  with  the  total  capitalization,  the  actual 
value  of  the  manufacturing  capital  employed  as  reported 
by  the  census  authorities,  including  land,  buildings,  ma- 

"  Ibid. 

'*  William  H.  Moore  before  the  U.  S.  Industrial  Commission,  Report, 
1900,  I,  960. 

'"'  U.  S.  Industrial  Commission,  Final  Report,  1902,  XIX,  6 16. 
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chinery,  tools  and  implements,  cash,  bills  receivable,  et 
cetera,  amounted  to  $1,438,522,563  or  47.3  per  cent  of  the 
capitalization.  As  was  pointed  out  by  the  Commission,  the 
discrepancy  between  the  capitalization  and  the  actual  value 
of  the  manufacturing  capital  was  not  as  large  as  these 
figures  indicated.  Manufacturing  capital  did  not  include 
investments  by  manufacturing  companies  in  transporta- 
tion, mining  or  forest  property  not  directly  connected  with 
their  manufacturing  business.  The  discrepancy  was  never- 
theless large. 

Under  this  procedure  the  opportunity  for  wide  differ- 
ences of  opinion  existed  as  to  the  value  of  the  individual 
unit  to  the  combination.  A  legal  rule  was  required  which 
would  afford  certainty  to  the  stockholders  that  the  valua- 
tions, if  legitimate,  would  be  upheld  and  liability  would 
not  be  imposed  in  case  of  insolvency.  In  New  Jersey  the 
legislature  had  attempted  to  supply  such  a  rule  by  the 
enactment  of  a  statute  embodying  the  "  good-faith  "  test 
which  had  been  promulgated  by  the  courts.  In  the  Revised 
Statute  of  1896  there  was  added  to  the  provisions  con- 
ferring authority  to  purchase  property  and  to  issue  fully- 
paid  stock  to  the  amount  of  the  value  thereof,  a  clause 
which  provided  that  "  in  the  absence  of  fraud  in  the  trans- 
action, the  judgment  of  the  directors  as  to  the  value  of 
the  property  purchased  shall  be  conclusive;  .  .  .  ."  ^^ 

The  purpose  of  the  amendment  of  1896  to  the  New 
Jersey  law,  according  to  James  B.  Dill,  was  to  remove  as 
far  as  possible  by  legislation,  except  where  gross  over- 
valuation was  evidence  of  fraud,  the  element  of  danger  to 
stockholders  present  in  the  valuation  of  property  for  which 
stock  was  issued. ^^  The  attention  of  promoters  had  evi- 
dently been  directed  again  to  the  question  by  the  decision 
in  1890  of  the  Supreme  Court  of  Maine  in  Libby  v.  Tobey, 

""N.  J.  Laws,  1896,  ch.  185,  sec.  49. 

'^  Dill,  Statutory  and  Case  Law  Applicable  to  Private  Companies,  pp. 
71-72. 
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enforcing  a  statute  containing  the  "  true-value "  test 
Mr.  Dill,  continuing  his  comment  upon  the  new  amend- 
ment to  the  New  Jersey  statute,  stated  that  it  was  thought 
that  it  protected  the  stockholder  from  many  of  the  attacks 
which  might  be  made  upon  him  under  the  statutes  of 
other  states,  notably  Maine,  and  he  cited  the  case  of  Libby 
V.  Tobey.^^ 

In  Delaware  the  Corporation  Act  of  1883  had  contained 
no  rule  for  the  valuation  of  property  received  by  a  corpora- 
tion for  stock  issues,  nor  does  the  question  seem  to  have 
arisen  in  any  of  the  reported  cases  before  the  Delaware 
courts  during  the  period  in  which  this  statute  was  in  force. 
The  delegates  to  the  Constitutional  Convention  in  1897, 
however,  were  all  of  the  opinion  that  the  subject  of  the 
valuation  of  property  was  sufficiently  important  to  warrant 
the  inclusion  of  the  "  true-value  "  test  in  the  new  Con- 
stitution. The  expectation  was  that  by  this  procedure  the 
evil  of  watered  stock  from  this  source  could  be  abolished. 
The  following  argument  in  the  debates  is  significant  of 
the  attitude  of  the  Convention: 

I  sympathize  with  the  object  my  friend  from  Milford  .  .  . 
has,  in  preventing  the  dealing  out  of  stocks  and  bonds  for  things 
at  fictitious  prices,  or  at  fictitious  values,  thus  enabling  them  to 
say  that  their  stock  is  fully  issued  and  fully  paid,  when,  in  fact, 
they  have  received  for  it  a  lot  of  stuff  at  fictitious,  exaggerated 

^^  Libby  v.  Tobey,  82  Me.  397,  19  A.  904  (1890). 

®^  In  Libby  v.  Tobey  the  stockholders  had  been  held  liable  to  creditors 
on  stock  issued  for  property  under  a  statutory  provision  for  property 
valuation  at  a  "  bona  fide  and  fair  valuation."  The  company  had  been 
formed  in  1879  and  had  purchased  mineral  rights  for  which  stock  had 
been  issued.  The  court  found  a  wide  discrepancy  between  the  cost  of  the 
property  and  the  par  value  of  the  stock  issued.  Upon  this  finding  of  fact 
the  court  held  the  stock  not  to  be  fully-paid.  There  was  a  fraud  at  law 
irrespective  of  the  presence  or  the  absence  of  good  faith  in  the  valuation. 
The  efiFect  of  the  uncertainty  which  this  decision  created  with  respect  to 
the  liability  of  the  stockholders  of  Maine  corporations  upon  the  incor- 
porating business  of  that  heretofore  popular  state  has  been  indicated  in 
Chapter  I. 


Capital  Stock  85 

and  untruthful  values.    That  is  the  thing  we  want  to  abolish; 

34 

There  apparently  was  no  disagreement  as  to  the  desira- 
bility of  adopting  the  "  true-value  "  rule  for  Delaware. 
The  difference  of  opinion  among  the  members  of  the  Con- 
vention centered  around  the  phraseology.  One  group  ad- 
vocated the  strict  test  of  "  market  value  "  and  this  was 
the  test  which  appeared  in  the  first  report  of  the  Conven- 
tion's Committee  on  Corporation  Law.^^  The  test  was 
rejected  as  being  too  vague,  indefinite,^^  and  difficult  to 
apply  in  the  case  of  certain  kinds  of  property  such  as 
patents;  in  its  stead  the  Convention  finally  adopted  the 
Connecticut  phraseology  of  "  actual  value  "  as  the  test. 
Section  3  of  Article  IX  of  the  new  Constitution  as  adopted 
provided  that: 

No  corporation  shall  issue  stock  except  for  money  paid,  labor 
done  or  personal  property,  or  real  estate  or  leases  thereof  actually 
acquired  by  such  corporation ;  and  neither  labor  nor  property  shall 
be  received  in  payment  of  stock  at  a  greater  price  than  the  actual 
value  at  the  time  the  said  labor  was  done  or  property  delivered, 
or  title  acquired. 37 

The  draftsmen  of  the  Delaware  law,  despite  the  con- 
stitutional provision  for  the  "  actual  value  "  test,  wrote 
into  the  Act  of  1899  the  clause  of  the  New  Jersey  law 
making  the  judgment  of  the  directors  conclusive  in  the 
absence  of  fraud.  J.  Ernest  Smith,  one  of  the  earliest 
writers  on  the  Delaware  Corporation  Act  of  1899,  stated 
the  advantages  of  these  provisions  in  practically  the  same 
terms  that  Mr.  Dill  had  used  with  respect  to  the  New 

'*  Wm.  Spruance  in  the  Journal  of  the  Constitutional  Convention  of 
1897,  IV,  2329. 

"Nathan  Pratt,  in  ibid.,  p.  2317. 

"  Wm.  Salisbury,  in  ibid.,  p.  2321. 

"  Delaware  Constitution  of  1897,  Art.  IX,  sec.  3. 
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Jersey  clause.^^  The  full  provision  of  the  Delaware  Act  of 
1899,  dealing  with  the  issue  and  payment  of  stock,  was  as 
follows: 

When  any  corporation  shall  issue  stock  for  labor  done  or  personal 
property  or  real  estate  or  leases  thereof,  in  the  absence  of  fraud  in 
the  transaction,  the  judgment  of  the  Directors  as  to  the  value  of 
such  labor,  property,  real  estate  or  leases  shall  be  conciusive.^^ 

Soon  after  the  passage  of  the  new  Delaware  law, 
Charles  F.  Bostwick,  in  criticizing  the  act,  pointed  out  the 
inconsistency  between  leaving  the  question  of  valuation 
to  the  judgment  of  directors  and  the  "  actual  value  "  test 
of  Article  IX,  section  3  of  the  Constitution/^  In  his 
opinion  the  statutory  provision  was  unconstitutional. 
There  was,  therefore,  the  danger  of  stock  being  held  not 
fully-paid,  according  to  Mr.  Bostwick,  even  though  all  the 
requirements  of  the  statute  had  been  complied  with. 
Delaware  thus  became  a  dangerous  state  in  which  to  in- 
corporate if  stock  was  to  be  issued  for  property. 

The  draftsmen  of  the  law  were  aware,  however,  of  the 
conflict  between  the  two  provisions  and  the  effect  of  the 
conflict  upon  the  incorporating  business  of  the  state.  A 
bill  was  introduced  in  the  1901  session  of  the  legislature 
to  eliminate  from  the  Constitution  the  "  actual  value  " 
test.  With  respect  to  this  measure  it  was  reported  in  the 
press  that  the  constitutional  provision  had  debarred  from 
Delaware  some  of  the  great  corporations  the  state  desired 
to  obtain,  such  as  mining  companies  and  concerns  handling 
patents.*^  Such  corporations,  according  to  the  newspaper 
report  on  the  amendatory  legislation,  could  not  always 

^®  J.  Ernest  Smith,  The  Law  of  Private  Companies  Relating  to  Business 
Corporations  Organized  under  the  General  Corporation  Laws  of  the  State 
of  Delaware,  p.  130. 

^'^  21  Del.  Laws,  1899,  ch.  273,  sec.  137. 

*°  Charles  F.  Bostwick,  Professor  of  Law  at  New  York  University,  in  the 
Commercial  Advertiser,  N.  Y.,  July  3,  1899,  p.  5. 

^^  Every  Evening,  Wilmington,  Del.,  February  8,  1901,  p.  1. 


Capital  Stock  87 

estimate  the  actual  value  of  the  property  or  labor  received 
for  their  stock. 

Amendments  to  the  new  Constitution  required  the 
approval  of  two  consecutive  sessions  of  the  legislature. 
The  legislation  passed  in  1901  was  again  approved  in 
1903.  Section  3  of  Article  IX  was  changed  by  the  deletion 
of  the  "  actual  value  "  test.  The  statutory  provisions  which 
made  the  judgment  of  the  directors  conclusive  in  the 
absence  of  fraud  was  left  as  the  sole  criterion  for  the  valua- 
tion of  the  consideration  received  for  stock  issues.  After 
1903  the  above  section  of  the  Constitution  regulated  only 
the  kind  of  consideration  for  which  a  corporation  should 
issue  stock.  In  its  present  form  this  section  provides: 

No  corporation  shall  issue  stock  except  for  money  paid,  labor 
done  or  personal  property,  or  real  estate  or  leases  thereof  actually 
acquired  by  such  corporation. ^^ 

In  the  early  years  of  the  new  statute  an  attempt  was 
made  to  distinguish  between  "  actual  "  and  "  constructive  " 
or  "  theoretical  "  fraud  in  the  valuations  of  directors  and 
to  make  the  law  of  stockholders'  liability  applicable  only 
in  the  former  kind  of  fraud.  In  one  state,  at  least,  the 
distinction  was  drawn  with  reference  to  the  Delaware  law. 
An  early  case  came  before  the  courts  of  North  Carolina 
involving  a  suit  by  a  trustee  in  bankruptcy  of  a  Delaware 
corporation  to  recover  from  the  subscribers  of  stock  the 
amount  of  their  subscription  alleged  to  have  been  paid 
for  in  property  of  no  real  value.  One  of  the  issues  in  the 
case  was  whether  or  not  there  had  been  an  intent  to  de- 
fraud and  to  cheat.  In  applying  the  provisions  of  section 
14  of  the  1901  statute,  which  were  the  same  as  those  con- 
tained in  section  137  of  the  1899  law  with  respect  to  the 
valuation  of  the  consideration  received  for  stock,  a  Su- 
perior Court  of  North  Carolina  instructed  the  jury  upon 
this  issue  as  follows: 

"Del.  Const,  of  1897,  Art.  IX,  sec.  3,  as  amended  1903. 
7 
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The  law  under  which  this  case  is  to  be  tried  is  the  law  of 
Delaware,  and  I  charge  you  that  where  fraud  is  referred  to  in 
that  statute  "  actual  "  and  not  "  constructive  "  fraud  is  meant. 
Constructive  fraud,  as  distinguished  from  actual,  is  inferred  from 
illegal  or  improper  acts  that  result  in  loss  or  injury  to  others. 
Actual  fraud  is  established  by  competent  proof  of  corrupt  pur- 
poses, wicked  or  unlawful  intent  to  cheat  another  or  others. 
Applying  it  to  this  case  constructive  fraud  would  be  the  kind  of 
fraud  that  might  be  inferred  from  an  overvaluation  of  property 
conveyed  to  the  corporation,  in  the  absence  of  proof  of  actual 
intent  to  defraud.  ...  It  is  not  enough  for  the  jury  to  find  that 
the  property  was  valued  at  too  much  by  the  directors  of  the 
Ronda  Lumber  and  Manufacturing  Corporation,  but  in  order  to 
answer  the  fifth  issue  '"  Yes  "  you  would  have  to  go  further  and 
find  fraudulent  overvaluation. ^^ 

In  an  attempt  to  make  certain  that  the  interpretation 
of  "  actual  "  and  not  "  constructive  "  fraud  should  prevail, 
the  Delaware  legislature  in  1905  amended  the  provision 
of  the  law.  The  qualifying  adjective  "  actual  "  was  intro- 
duced and  the  clause  made  to  read  that  "  in  the  absence  of 
actual  fraud  in  the  transaction,  the  judgment  of  the  Direc- 
tors, as  to  the  value  of  such  labor,  property,  real  estate  or 
leases  thereof,  shall  be  conclusive."  ** 

Despite  the  introduction  of  the  word  "  actual,"  the 
Delaware  courts  apparently  place  a  broader  construction 
upon  "  fraud "  than  the  North  Carolina  court  which 
insisted  upon  the  necessity  of  finding  an  intent  to  cheat  in 
order  to  establish  fraud  within  the  meaning  of  the  Dela- 
ware law  as  distinguished  from  constructive  fraud,  that 
which  could  be  inferred  from  improper  acts.  Thus  a 
"  conscious  gross  overvaluation  "  would  establish  actual 
fraud  according  to  the  Delaware  court.  In  a  case  before 
the  Delaware  Court  of  Chancery  in  1920,  holders  of  pre- 
ferred and  common  stock  of  a  solvent  and  going  concern 

"See  Hobgood  v.  Ehlen,   141  N.  C.  344,  53  S.  E.  857  (1906). 
"23  Del.  Laws,  1905,  ch.  155,  sec.  1. 
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were  seeking  the  cancellation  of  the  common  stock  which 
had  been  given  as  bonus  in  connection  with  the  purchase 
of  the  preferred."*^  The  consideration  received  by  the 
corporation  for  the  $200,000  issue  of  common  was  stated 
to  consist  in  part  of  a  "  theory  of  doing  business  "  under 
which  money  was  to  be  advanced  to  purchasers  of  auto- 
mobiles, and  in  part  of  services  to  be  performed  for  the 
corporation  by  certain  individuals.  While  the  court  re- 
fused to  cancel  the  issue  of  common  stock,  it  ruled  the 
subscription  contract  unlawful  although  enforceable  when 
the  full  consideration  was  required  by  the  corporation  or 
when  it  was  needed  to  pay  creditors.  The  consideration 
was  not  legal  under  the  constitutional  requirement  that  no 
corporation  should  issue  stock,  except  for  money  paid, 
labor  done  or  personal  property,  or  real  estate  or  leases 
thereof  actually  acquired  by  such  corporation.^^  But  the 
court  went  farther  and  stated  that  although  assuming  that 
the  common  stock  had  been  issued  for  lawful  consider- 
ation there  was  a  conscious  gross  overvaluation  by  the 
directors  which  would  have  been  actual  fraud,  thus  render- 
ing the  subscription  contract  unlawful.  According  to  the 
testimony,  the  valuation  on  the  only  part  of  the  services 
appraised  by  the  directors  was  set  at  $5,000.  This  com- 
pared with  the  $200,000  common  stock  resulted  in  an 
overvaluation  of  97^/2  per  cent. 

A  broader  construction  of  fraud  than  the  rule  requiring 
proof  of  an  intent  to  cheat  was  also  placed  upon  the 
Delaware  law  by  the  Kentucky  Court  of  Appeals  in  a 

*^  Scully  V.  Automobile  Finance  Co.,  11  Del.  Ch.  355,  101  A.  908 
(1917);  12  Del.  Ch.  174,  109  A.  49  (1920). 

"  Del.  Constitution,  Art.  IX,  sec.  3. 

According  to  the  court,  the  "  theory  of  doing  business "  was  not 
property  and,  according  to  the  view  of  the  Chancellor  in  an  earlier  case, 
no  pretended  exercise  of  judgment  could  give  value  to  that  which  had 
none.  Ellis  v.  Penn  Beef  Co.,  9  Del.  Ch.  213,  80  A.  666  (1911).  Nor 
had  the  directors  power  to  adjudge  value  to  future  services  under  the 
constitutional  provision  requiring  that  the  labor  for  which  stock  might  be 
issued  should  be  "  labor  done." 
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case  before  it  in  1923.  With  respect  to  the  meaning  of 
"  actual  fraud  "  under  the  Delaware  law  this  court  said: 

That  actual  or  intentional  wrongdoing  may  be  and  often  is  proved 
by  or  inferred  from  the  circumstances  is  an  established  principle, 
and  that  inadequacy  of  consideration  may  be  considered  in  con- 
nection with  other  facts  from  which  fraud  may  be  inferred  is 
also  well  settled.*^ 

The  provision,  making  the  judgment  of  the  directors 
conclusive  as  to  the  value  of  the  consideration,  moreover, 
contemplates  a  valid  exercise  of  judgment.*^  The  Dela- 
ware Supreme  Court  has  held  a  resolution  of  valuation  by 
directors  of  a  corporation  of  $5,250,000  on  rights  to  oil 
property,  free  of  actual  fraud  and  fair  for  the  purpose  of 
par  value  stock,  where  the  resolution  was  adopted  after  a 
very  careful  and  thorough  investigation,  extending  over 
a  period  of  weeks,  by  competent  geologists.^^  The  valua- 
tion was  accepted  even  though  the  promoters  had  acquired 
the  property  under  a  contract  calling  for  a  much  smaller 
purchase  price,  and  even  though  traders  in  oil  lands  would 
not  have  given  this  sum  for  the  rights  to  the  property  at 
the  time. 

On  the  other  hand,  in  the  organization  of  the  previously 
mentioned  Ronda  Lumber  and  Manufacturing  Corpora- 
tion, a  Delaware  company,  the  facts  were  sufficient  evi- 
dence to  determine  the  existence  of  actual  fraud  in  the 
opinion  of  the  Supreme  Court  of  North  Carolina.^°  After 
a  few  shares  of  stock  had  been  issued  to  "  dummy  "  direc- 
tors upon  the  organization  of  the  company,  these  directors 
purchased  for  the  corporation  property  which  they  had 
never  even  seen  at  an  amount  equal  to  the  whole  capital 

"  McCombs  Producing  and  Refining  Co.  v.  Ogle,  200  Ky.  208,  254  S. 
W.  425   (1923). 

*^  Cahall  V.  Lofland,  12  Del.  Ch.  299,  114  A.  224  (1921). 

*""  Henderson  v.  Plymouth  Oil  Co.,  15  Del.  Ch.  231,  136  A.  140,  I4l  A. 
197   (1928). 

"^  Hobgood  V.  Ehlen,  l4l  N.  C  344,  53  S.  E.  857  (1906). 
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stock  of  the  company.  A  later  secret  oral  agreement  was 
made  by  which  the  corporation  paid  in  cash  to  the  firm 
which  had  previously  owned  the  property  the  actual  value 
of  the  assets  transferred,  leaving  the  worthless  good-will 
of  the  old  firm  as  the  only  consideration  for  the  stock. 

David  L.  Dodd  has  studied  the  application  of  the  rules 
of  valuation  by  the  courts  of  the  various  states. ^^  His  con- 
clusion is  that  the  distinctions  between  the  various  "  good- 
faith  "  rules  and  the  "  true-value  "  rule  are  largely  verbal. 
According  to  Mr.  Dodd  most  of  the  reported  cases  in- 
volved such  obvious  overvaluations  and  attempts  to  evade 
the  law  that  the  decision  would  have  been  the  same  under 
either  the  "  good-faith  "  or  the  "  true-value  "  rules. 

Despite  the  broad  language  of  the  statute,  therefore,  the 
courts  are  not  limited  by  the  findings  of  directors  as  to 
property  valuations.  The  effect  of  the  statute  is  to  place 
the  burden  of  showing  actual  fraud  upon  the  creditors. 
In  a  case  before  a  Federal  Circuit  Court  of  Appeals  in 
1923,  involving  the  assessment  of  the  stockholders  of  a 
bankrupt  Delaware  corporation  for  '"  unpaid  subscrip- 
tions," the  court  ruled,  contrary  to  the  trustee  in  bank- 
ruptcy, that  a  donation  of  stock  in  itself  did  not  establish 
fraud  in  view  of  the  clause  of  the  Delaware  law  providing 
that  the  directors'  judgment  as  to  the  value  of  property 
taken  for  stock  should  be  conclusive.^-  In  this  case 
$150,000  of  stock  had  been  issued  by  a  corporation  for  oil 
leases  and  for  a  contract  with  another  oil  company.  One- 
half  of  the  stock  had  been  immediately  returned  to  the 
corporation  to  be  used  as  a  bonus  in  the  sale  of  notes  to 
raise  working  capital.  The  trustee  had  taken  no  proof  as 
to  the  actual  or  reasonable  estimated  value  of  the  property 
at  the  time  of  its  use  as  payment  in  full  for  the  stock,  but 
had  inferred  from  the  donation  that  the  property  was  not 

'^  David  L.  Dodd,  Stock  Watering:  The  Judicial  Valuation  of  Property 
for  Stock-Issue  Purposes,  pp.  92-95. 

"In  re  Pipe  Line  Oil  Co.,  289  Fed.  698  (C.  C.  A.,  6th  Circ,  1923). 
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worth  more  than  $75,000.  In  the  absence  of  other  facts 
which  might  have  tended  to  show  fraud  in  the  valuation 
the  court  ruled  that  this  transaction  did  not  raise  a  pre- 
sumption that  there  was  actual  fraud  in  the  valuation  of 
the  property.  In  the  opinion  of  the  court  speculative  pro- 
perty of  this  kind  might  have  had  no  fixed  or  market 
value  and  yet  be  truly  valuable.  While  the  sum  of  $75,000 
might  have  been  "  a  high  price  for  oil  leases  helpless  for 
lack  of  capital,"  $150,000  might  have  been  ''  a  reasonable 
price  for  the  same  leases  if  and  when  the  necessary  capital 
could  be  borrowed." 

While  the  lawmakers  were  thus  trying  to  remove  the 
restrictive  effect  of  the  older  rules  governing  the  valua- 
tion of  consideration,  the  way  was  being  made  easier 
for  the  issue  of  fictitious  and  fraudulent  securities.  In  the 
opinion  of  the  Railroad  Securities  Commission  appointed 
by  the  Federal  government  in  1911,  the  newer  statutes  for 
valuation  actually  invited  evasion.^^  The  only  check  upon 
the  issue  of  fictitious  securities  imposed  by  the  corpora- 
tion law  was  the  liability  of  stockholders  to  the  creditors. 
This  check  was  considerably  weakened  by  the  statutory 
"  good- faith  "  test.  Under  the  method  of  corporate  forma- 
tion by  means  of  "  dummy  "  directors,  entirely  ignorant 
of  the  nature  of  the  business,  the  initial  valuation  which 
is  to  be  prima  facie  evidence  becomes  a  mere  formality. 
The  valuation  is  in  reality  that  of  the  interested  promoters. 

The  possibility  of  abuses  under  this  kind  of  statute  was 
recognized  by  the  lawmakers  of  the  incorporating  states. 
In  1908  the  New  Jersey  Commission  on  Corporation  Law 
reported  to  the  legislature  that  even  while  the  courts  were 
unflinching  in  their  enforcement  of  the  statute  the  fact  still 
remained  that  only  a  small  number  of  corporations  ever 
came  before  the  courts.^*    In  its  opinion  the  prevalent 

^'Railroad  Securities  Commission,  Report,  1911,  pp.  12,  13. 
"*  State  of  New  Jersey,  Report  to  the  Legislature  by  the  Commission 
Appointed  to  Revise  an  Act  Concerning  Corporations,  1908,  p.  9. 
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belief  was  true  that  many  take  the  risk  of  violating  the  law 
against  overcapitalization  in  the  confident  expectation  that 
no  one  would  ever  invoke  the  law  against  them. 

Despite  widespread  violation  of  the  law,  the  New 
Jersey  Commission  was  unwilling  at  that  time  to  recom- 
mend any  radical  modification  except  to  require  that  judg- 
ments of  value  should  be  those  of  a  bona  fide  board  of 
directors.  It  deemed  it  no  less  important  to  preserve  to 
the  owners  of  business  corporations  the  greatest  possible 
freedom  of  action  for  development,  experimentation,  and 
invention.  In  the  opinion  of  the  Commission,  if  men  were 
to  do  business  organized  in  the  form  of  a  company,  they 
must  retain  practically  the  same  freedom  they  would  have 
in  their  individual  capacities.  The  problem  of  forestalling 
fraud  could  be  only  partly  solved  by  statute.  Men  had  to 
depend  primarily  on  the  courts  of  equity  to  discover, 
restrain,  and  punish  dishonest  action. 

At  the  beginning  of  the  twentieth  century  the  corpora- 
tion laws  of  several  states  were  revised;  and  all  of  these 
revisions  included  new  regulations  for  the  valuation  of  the 
consideration  for  stock.  In  several  states  the  example  of 
New  Jersey  and  Delaware  was  followed.  In  the  state  of 
New  York  a  provision  in  the  Act  of  1890  ^^  requiring 
that  property  should  be  received  for  stock  issues  at  the 
"  fair  value  "  had  been  repealed  in  1892.^^  In  1901  the 
law  was  amended  to  include  the  New  Jersey  clause,  mak- 
ing the  directors'  judgment  conclusive  in  the  absence  of 
fraud  in  the  transaction."  Also  in  1901  the  statutes  of 
Maine,^^  Connecticut,^^  and  North  Carolina  ^°  were 
amended  to  include  this  provision.  In  1903  the  same  clause 

"N.  Y.  Laws,  1890,  ch.  564,  sec.  42. 
"N.  Y.  Laws,  1892,  ch.  688,  sec.  42. 
"N.  Y.  Laws,  1901,  ch.  354,  sec.  42. 
"Me.  Laws,  1901,  ch.  229,  sec.  13. 
"Conn.  Laws,  1901,  ch.  157,  sec.  15. 
•°N.  C.  Laws,  1901,  ch.  2,  sec.  54. 
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was  included  in  the  revised  statutes  of  Virginia  ^^  and 
Nevada.'^ 

In  1901  the  statutes  of  West  Virginia  were  revised  to 
deal  with  this  and  other  questions.^^  Somewhat  different 
arrangements  than  those  of  New  Jersey  were  adopted. 
Here  the  subscribers  to  the  capital  stock  of  mining  and 
manufacturing  companies  were  permitted  to  pay  for  capi- 
tal stock  "  upon  such  terms  as  may  be  mutually  agreed 
upon."  In  the  absence  of  fraud  this  valuation  was  made 
conclusive. 

In  Massachusetts  the  problem  was  dealt  with  in  a  dif- 
ferent manner  which,  in  the  opinion  of  the  committee 
appointed  to  revise  the  corporation  law  in  that  state,  would 
"  not  be  chargeable  with  the  vagueness  and  laxity  of  the 
newer  legislation  of  other  States."  ^'^  The  1903  revision 
of  the  law  made  the  incorporators  judges  of  the  value  of 
property  received  for  stock.  The  new  act  required  a  sworn 
statement  to  be  filed  with  the  secretary  of  state  showing 
the  amount  of  stock  issued  or  to  be  issued  for  property, 
services,  and  expenses,  together  with  a  description  of  the 
property  or  a  statement  of  the  nature  of  the  services  or 
expenses.  From  this  public  document  those  interested  in 
the  corporation  would  be  afforded  the  means  of  ascertain- 
ing for  themselves  the  value  of  the  consideration.^^ 

In  the  revisions  of  the  corporation  laws  of  the  various 
states  which  have  been  made  up  to  the  present  time,  the 
Delaware  method  of  meeting  the  problem  of  the  valuation 
of  the  consideration  received  for  stock  issues  has  been  the 
one  most  generally  adopted.^^  At  the  present  time  sixteen 

"  Va.  Laws,  1902-03,  ch.  270,  p.  437. 

«2  Nev.  Laws,  1903,  ch.  LXXXVIII,  sec.  54. 

^^W.  Va.  Laws,  1901,  ch.  35,  sec.  8.  In  West  Virginia  under  ch.  96, 
sec.  24  of  the  Laws  of  1882  this  method  of  valuation  had  been  adopted 
for  mining  companies. 

"*  Massachusetts  Committee  on  Corporation  Laws,  Report,  1903,  pp. 
22,  23. 

""  Mass.  Laws,  1903,  ch.  437,  sec.  14. 

"  In  1917  the  state  of  New  Jersey  repealed  the  statutory  provision  for 
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states  in  all  have  included  in  their  laws  the  statutory 
statement  of  the  "  good- faith  "  test."^'  In  eight  others  the 
judgment  of  the  directors  is  made  conclusive  in  the  absence 
of  fraud,  with  further  qualifications  which  either  provide 
that  "  all  fictitious  increases  of  stock  shall  be  void  "  ^^  or 
which  except  the  directors'  valuation  when  "it  is  arrived 
at  without  reasonable  care  or  investigation  or  when  tlie 
consideration  is  knowingly  or  intentionally  overvalued."  *^ 

No  Par  Stock 

The  second  important  line  of  development  in  the  cor- 
poration law  relating  to  capital  stock  has  been  the  enact- 
ment of  statutes  authorizing  the  issue  of  capital  stock 
without  par  value.  These  statutes  represent  a  later  innova- 
tion than  those  regulating  the  valuation  of  the  considera- 
tion received  for  par  value  stock.  The  agitation  for  no 
par  stock  had  begun  in  the  period  when  the  large  corpora- 
tions were  being  formed  through  combination  in  the  last 
decade  of  the  nineteenth  century,'^  but  the  first  no  par 
stock  law  was  not  enacted  until  1912  by  the  state  of  New 
York.  The  no  par  stock  principle  is  not,  therefore,  a  Dela- 
ware innovation.  The  application  of  the  principle  in 
Delaware  is,  however,  significant  and  characteristic  of  a 
policy  which  seeks  to  attract  an  incorporating  business. 

the  "  good-faith  "  test  and  replaced  it  with  the  "  true-value  "  test.  N.  J. 
Laws,  1917,  ch.  195,  sec.  1. 

"Arkansas,  Calif.,  Conn.,  Del.,  Fla.,  111.,  Ind.,  Me.,  Nev.,  N.  Mex., 
N.  Y.,  N.  C,  Ore.,  Tenn.,  Va.,  W.  Va.    Corporation  Manual,  36th  ed. 

'*  In  the  statutes  of  the  following  states  the  judgment  of  the  incorpora- 
tors, stockholders  or  directors  is  made  conclusive  with  the  further  con- 
stitutional provision  that  all  fictitious  increases  of  stock  shall  be  void: 
Idaho,  La.,  Penn.,  S.  D.,  Wash.    Ibid. 

"  In  the  following  states  the  judgment  of  the  directors,  incorporators 
or  stockholders  is  made  conclusive  except  when  the  valuation  is  arrived 
at  without  reasonable  care  or  investigation  or  when  the  consideration  is 
knowingly  or  intentionally  overvalued:   Mich.,  Minn.,  Ohio.    Ibid. 

'"New  York  State  Bar  Association,  Proceedings,  1892,  p.  138;  Francis 
L.  Stetson,  before  the  U.  S.  Industrial  Commission,  Report,  1900,  I,  976. 
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Although  a  par  value  was  not  historically  an  essential 
feature  of  share  participation  in  a  corporate  enterprise,  the 
requirement  of  a  par  value  has  been  a  common  feature  of 
the  laws  in  the  various  states  during  the  nineteenth  century. 
The  provisions  regulating  the  capitalization  of  corpora- 
tions have  required  a  statement  in  the  certificate  of  incor- 
poration of  the  number  and  par  value  of  the  shares  author- 
ized to  be  issued.  It  was  part  of  the  concept  which  looked 
upon  the  corporate  capital  as  a  trust  fund.  The  legal 
function  of  par  value  was  to  provide  a  measure,  auto- 
matically determined  in  advance  by  the  certificate  of 
incorporation,  of  the  issue  price  for  capital  stock  and  of 
the  limit  to  the  liability  of  stockholders  for  the  fund  con- 
tributed for  the  benefit  of  creditors. ^^ 

Prior  to  the  adoption  of  no  par  stock  laws  the  statutes 
of  a  few  states  permitted  a  departure  from  the  par  value 
rule  in  the  issue  of  stock.  An  early  example  of  such  a 
statute  was  one  adopted  by  Wisconsin  in  1881  and  in  force 
until  1907.^^  The  law  of  1881  made  an  exception  to  the 
earlier  rule  in  that  state  which  required  the  issue  of  stock 
only  in  consideration  equal  to  the  par  value  thereof,  by 
providing  that: 

any  corporation  whose  stock  or  bonds  have  been  or  shall  here- 
after be  admitted  to  the  stock  exchange  of  Chicago,  New  York, 
Boston  or  Philadelphia,  or  either  of  said  cities,  may  sell  such 
stock  or  bonds  so  admitted  at  the  best  price  or  prices  current  for 
the  time  being  obtainable  therefor  on  any  of  the  said  exchanges 
at  which  the  same  shall  be  offered  for  sale.'^^ 

'^  Edward  H.  Warren,  "  Safeguarding  the  Creditors  of  Corporations," 
Harvard  Law  Review,  XXXVI,  509-531.  For  example,  the  state  of 
Massachusetts  in  1830  abandoned  the  policy  adopted  in  1809  of  personal 
liability  of  stockholders.  In  its  stead,  it  adopted  the  policy  of  requiring 
a  specified  amount  of  capital  to  be  raised  by  such  corporation  which  would 
afford  a  margin  of  safety  for  creditors.  This  policy  included  the  require- 
ment of  par  value  for  the  shares  of  stock. 

"  Wis.  Laws,  1907,  ch.  576. 

"Wis.  Laws,  1881,  ch.  93. 
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In 
West 

a  few  states,  including 
Virginia,'*^  the  statutes 

Nevada/* 
specifically 

Virginia/^  and 
authorized  the 

issue  of  stock  at  less  than  par.  The  effect  of  such  laws, 
according  to  Thomas  G.  Frost,  however,  was  to  make 
stock  so  issued  non-assessable  only  as  between  the  corpora- 
tion and  the  subscribers  to  its  capital  stock. "^  The  statutes 
did  not  prevent  creditors  from  compelling  payment  on  the 
full  par  value  in  case  of  insolvency. 

Where  the  rights  of  creditors  of  insolvent  corporations 
were  concerned,  the  courts  allowed  departure  from  the 
rule  of  equivalence  only  under  exceptional  circumstances. 
In  Haudley  v.  Stntz,'^  decided  in  1891,  the  United  States 
Supreme  Court,  distinguishing  between  original  issues  and 
issues  to  increase  the  amount  of  stock  outstanding,  stated 
that  "  the  liability  of  a  subscriber  for  the  par  value  of 
increased  stock  taken  by  him  may  depend  somewhat  upon 
the  circumstances  under  which,  and  the  purposes  for 
which,  such  increase  was  made."  With  respect  to  increases 
of  stock  merely  for  the  purpose  of  adding  to  a  corpora- 
tion's original  capital  stock  to  enable  it  to  do  a  larger 
business,  the  court  stated  the  subscriber  w^ould  stand  prac- 
tically upon  the  same  basis  as  a  subscriber  to  the  original 
capital.  The  case  before  the  court,  however,  involved  an 
embarrassed  corporation  in  need  of  funds  and  unable  to 
refinance  its  requirements  by  the  sale  of  stock  at  par. 
Stock  had  been  issued  as  bonus  with  bonds  for  the  purpose 
of  enhancing  the  value  of  the  bonds.  In  view  of  the  cir- 
cumstances in  the  case  the  court  was  of  the  opinion  that 


'*  Nev.  Laws,  1903,  ch.  88,  sec.  28. 
"  Va.  Laws,  1902-03,  p.  468. 


''W.  Va.  Laws,  1901,  ch.  35,  p.  96.  Laws  authorizing  the  issue  of 
shares  at  less  than  par  value  were  passed  by  both  Mar^'land  in  1916 
(Laws  of  1916,  ch.  596,  sec.  10)  and  Rhode  Island  in  1920  (Laws  of 
1920,  ch.  1925,  sec.  30). 

'^  Thomas  G.  Frost,  A  Treatise  on  the  Incorporation  and  Organization 
of  Corporations  (4th  ed.),  sec.  109. 

''^  Handley  v.  Stutz,  139  U.  S.  417  (1891). 
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the  defendants  could  not  be  called  upon  to  respond  for 
the  par  value  of  such  stock  as  if  they  had  subscribed  to 
the  original  stock  of  the  company.  In  the  opinion  of  the 
court  an  active  corporation  might,  for  the  purpose  of 
paying  its  debts  and  obtaining  money  for  the  successful 
prosecution  of  its  business,  issue  stock  and  dispose  of 
it  for  the  best  price  that  could  be  obtained. 

In  the  opinion  of  many  the  rigidity  of  the  law  which 
prohibited  the  issue  of  stock  at  market  price  and  required 
the  issue  at  the  full  par  value  was  in  itself  a  potent  cause 
of  "  stock-watering."  The  following  statement,  in  a  re- 
port to  the  New  York  State  Bar  Association  by  its  Com- 
mittee on  Corporation  Law  advocating  a  no  par  stock  law, 
is  indicative  of  this  type  of  opinion  as  to  the  effect  of  par 
value: 

It  was  in  1892  that  this  Association  first  committed  itself  to 
the  proposition  that  the  annexing  of  the  par  value  to  the  certifi- 
cate of  stock  was  a  source,  and  an  unnecessary  source,  of  confusion 
and  misapprehension  in  the  public  mind ;  that  it  has  also  involved 
a  constant  invitation  to  what  may  be  called  an  evasion  of  the  law 
in  order  to  enable  business  enterprises  perfectly  proper  in  pur- 
pose to  accomplish  that  purpose;  and  that  it  compelled  corporate 
organizers  to  state  what  all  the  community  and  what  many  con- 
scientious managers  of  corporations  have  found  to  be  an  embar- 
rassing estimate  of  value  when  the  statements  of  the  stock  certifi- 
cate in  the  aggregate  were  compared  with  the  inventories  of  the 
corporations  taken  upon  a  commercial  basis  rather  than  with 
reference  to  statutory  statements.*^^ 

For  corporations  unable  to  sell  stock  at  par,  organizers 
were  forced  to  adopt  roundabout  methods  in  order  to  raise 
working  capital,  and  at  the  same  time  issue  the  stock  as 
fully-paid.  The  method  outlined  by  Thomas  G.  Frost  in 
his  Treatise  on  the  Incorporation  and  Organization  of  Cor- 
porations included  the  issue  of  stock  for  property,  the 

'"New  York  State  Bar  Association,  Proceedings,  1911,  pp.  54-80. 
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appraisal  of  the  property  at  a  valuation  which  would 
stand  the  judicial  test  of  "  good-faith,"  the  donation  of 
stock,  and  its  sale  by  the  directors  to  raise  the  required 
working  capital. 

The  effect  of  the  par  value  laws  in  producing  stock- 
watering  in  consolidations  was  stressed  in  1911  in  the  re- 
port of  the  Railroad  Securities  Commission  headed  by 
Arthur  T.  Hadley.^*^  Where  the  market  values  of  the 
stocks  of  the  consolidating  railroads  were  different,  it  was 
the  custom  to  equalize  the  difference  by  the  issue  of  extra 
shares  to  the  owners  of  the  higher  priced  stock.  The 
practice  always  tended  to  produce  an  increase  of  capital 
issues  and  could  readily  cause  the  new  stock  to  be  issued 
for  a  consideration  less  than  its  par  value.  The  other 
alternative,  that  of  scaling  down  some  of  the  old  stocks, 
according  to  the  report,  often  involved  serious  difficulties 
both  of  business  policy  and  of  law.  The  Commission 
considered  that  in  reorganizations  the  advantages  of  the 
elimination  of  the  par  value  rule  were  more  obvious.  In 
such  situations  it  was  most  necessary  to  raise  additional 
capital  from  the  stockholders  but  it  was  difficult  to  get 
them  to  pay  par  for  the  new  shares. 

As  a  solution  to  the  problem  of  '"  watered-stock," 
whether  resulting  from  fraudulent  misrepresentation  of 
values  by  promoters  or  from  the  operation  of  the  par  value 
rule,  the  Committee  of  the  New  York  State  Bar  Associa- 
tion, referred  to  above,  advocated  the  adoption  of  statutes 
which  would  authorize  the  issue  of  shares  without  par 
value.  The  committee  had  presented  the  proposed  remedy 
to  the  Association  at  the  annual  meetings  in  1892,  1908, 
1909,  1910,  1911,  and  1912.'^  In  the  opinion  of  the  com- 
mittee the  change  not  only  would  avoid  corporate  abuses, 

■"Railroad  Securities  Commission,  Report,  1911,  p.  28. 

"*New  York  State  Bar  Association,  Proceedings,  1892,  p.  138;  1908, 
pp.  43-45;  1909,  pp.  270-282;  1910,  pp.  517-519;  1911,  pp.  54-80;  1912, 
pp.  130-148. 
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but  also  prevent  the  misunderstanding  or  disparagement 
of  the  corporations  which  conducted  their  affairs  in  an 
honest  fashion. ^^  The  latter  had  resulted  from  the  wide- 
spread belief  that  so-called  overcapitalization  involved  mis- 
representation and  even  deceit.  These  corporate  abuses  and 
misunderstandings  were  to  be  eliminated  by  the  new  law 
which  abolished  a  money  denomination  for  shares  in  the 
following  manner:  promoters  would  be  deprived  of  the 
real  or  seeming  advantage  of  exaggerated  capitalizations 
possible  under  the  laws  of  nearly  every  state,  and  secondly, 
investors  would  be  compelled  to  fix  their  attention  upon 
actual  value  free  from  the  influence  of  a  purely  nominal 
value. 

The  alternative  solution  considered  by  the  Railroad 
Securities  Commission  of  1911  was  the  adoption  of  legisla- 
tion, such  as  had  been  passed  in  a  few  states,  permitting 
the  issue  of  stock  below  par.  The  Commission  reached  the 
conclusion  that  laws  authorizing  the  issue  of  no  par  stock 
were  preferable. ^^  While  the  no  par  principle  would  be 
less  easy  to  introduce  because  of  existing  business  habits 
and  usage,  it  had  the  merit  of  accuracy  in  that  it  made  no 
claim  that  the  share  of  stock  was  anything  more  than  a 
participation  certificate. 

The  first  statute  authorizing  the  issue  of  no  par  stock 
was  passed  by  the  state  of  New  York  in  1912  under  the 
endorsement  of  the  New  York  State  Bar  Association.  In 
Delaware  no  par  stock  legislation  was  not  adopted  until 
1917  following  the  passage  of  such  legislation  by  Mary- 
land in  1916.  Two  models  were,  therefore,  available  upon 
which  to  base  the  amendment  to  the  Delaware  law  which 
authorized  the  issue  of  stock  without  par  value.  The  New 
York  statute  of  1912  provided  that  any  corporation,  except 
moneyed  corporations  or  those  under  the  jurisdiction  of 
the  Public  Service  Commission,  might  issue  shares  of 

^""Ibid.,  1909,  p.  273. 

®^  Railroad  Securities  Commission,  Report,  1911,  p.  27. 
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stock — other  than  preferred  stock  having  a  preference  as 
to  principal — without  any  nominal  or  par  value."^*  It  was 
also  provided  that  the  amount  of  capital  with  which  the 
corporation  should  carry  on  business  should  not  be  less 
than  the  amount  of  preferred  stock  (if  any)  with  a  prefer- 
ence as  to  principal  and,  in  addition,  a  sum  equivalent  to 
five  dollars  or  to  some  multiple  of  five  dollars  for  every 
share  authorized  other  than  such  preferred  stock.  With 
respect  to  this  law  Cornelius  W.  Wickersham  has  stated 
that  it  did  not  provide  for  no  par  value  stock  in  the  full 
sense;  ®^  while  the  money  value  was  eliminated  from  the 
share  certificate  it  was  retained  in  the  certificate  of  incor- 
poration and  on  the  books  of  the  company  by  the  last 
provision.  Under  this  law  the  old  method  of  state  control 
was  to  be  retained  in  the  form  of  a  fund  for  the  benefit 
of  creditors,  measured  by  the  provision  requiring  the  capi- 
talization of  five  dollars  or  some  multiple  of  five  dollars. 
The  Maryland  statute  of  1916  for  the  issue  of  no  par 
value  stock  was  likewise  a  permissive  law,  authorizing 
corporations  to  issue  such  stock  if  it  were  so  provided  in 
the  charter.^®  Moneyed  corporations  were  excluded  from 
the  operation  of  the  statute  and  preferred  stock  was  ex- 
pressly excepted.  The  statute  differed  from  the  New  York 
law^  in  that  it  did  not  attempt  to  provide  a  money  measure 
for  the  capital  of  the  corporation  but  required  the  capi- 
talization of  the  entire  consideration.  The  Maryland  law 
provided  that: 

...  for  the  purpose  of  any  rule  of  law  or  any  statutory  provision 
.  .  .  relating  to  the  amount  of  such  stock  issued,  the  amount  of 
such  stock  issued  shall  be  taken  to  be  the  amount  of  cash  or  the 
value  of  the  services  or  property  (determined  by  the  board  of 
directors  as  required  by  law)  for  which  such  stock  has  been 
issued. 

**N.  Y.  Laws,  1912,  ch.  351. 

'"  Cornelius  W.  Wickersham,  Stock  without  Par  Value,  p.  10. 

"Md.  Laws,  1916,  ch.  596,  sec.  9. 
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Instead  of  attempting  to  control  the  capitalizations  of  cor- 
porations by  requiring  a  capital  measured  by  the  money 
value  attached  to  the  stock  certificates  as  defined  in  the 
ceitificate  of  incorporation,  the  Maryland  law  sought  to 
control  capitalizations  through  publicity  concerning  the 
nature  and  value  of  the  consideration  for  which  stock  was 
issued.  Sections  of  the  statute  governing  the  issue  of  stock 
required  a  sworn  statement  of  the  president  and  treasurer 
to  be  filed  before  the  stock  could  be  issued.  This  document 
set  forth  the  minimum  amount  of  cash  for  which  such 
stock  was  duly  authorized  to  be  sold,  a  description  of  the 
nature  and  character  of  the  services  or  property  to  be 
received  as  consideration,  and  the  value  placed  upon  them 
by  the  board  of  directors. ^^ 

The  no  par  stock  law  enacted  by  the  state  of  Delaware 
in  1917  was  characteristic  of  the  policy  of  the  state  toward 
incorporation.  In  its  effort  to  giwe  corporations  as  nearly 
as  possible  the  powers  of  an  individual,  the  no  par  princi- 
ple— although  not  extended  to  preferred  stock  at  this 
time — was  enacted  without  the  control  which  public  policy 
in  New  York  and  Maryland  had  deemed  necessary.  The 
provisions  of  the  new  amendment  to  the  Delaware  law 
were  as  follows: 

Any  corporation  may,  if  so  provided  in  its  Certificate  of  In- 
corporation or  in  an  amendment  thereof,  issue  shares  of  stock 
(other  than  stock  preferred  as  to  dividends  or  preferred  as  to 
its  distributive  share  of  the  assets  of  the  corporation  or  subject  to 
redemption  at  a  fixed  price)  without  any  nominal  or  par  value. 
.  .  .  Such  stock  may  be  issued  by  the  corporation  from  time  to 
time  for  such  consideration  as  may  be  fixed  from  time  to  time 
by  the  Board  of  Directors  thereof,  pursuant  to  authority  conferred 
in  the  Certificate  of  Incorporation,  or  if  such  certificate  shall  not 
so  provide,  then  by  the  consent  of  the  holders  of  two-thirds  of 
each  class  of  stock  then  outstanding  and  entitled  to  vote  .  .  . , 
and  any  and  all  such  shares  so  issued,  the  full  consideration  for 

"  Md.  Laws,  1916,  ch.  596,  sec.  10. 
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which  has  been  paid  or  deHvered,  shall  be  deemed  full  paid  stock 
and  not  liable  to  any  further  call  or  assessment  thereon,  and  the 
holders  of  such  shares  shall  not  be  liable  for  any  further  pay- 
ments under  the  provisions  of  this  chapter.^^ 

The  no  par  statutes  in  these  three  states  have  achieved 
the  objectives  which  the  original  advocates  urged  for  this 
type  of  legislation.  In  the  pamphlet  issued  by  the  Cor- 
poration Service  Company,  an  organization  engaged  in 
incorporating  companies  under  the  Delaware  law,  one  of 
the  advantages  of  no  par  stock  as  compared  with  par 
value  stock  is  stated  to  be  the  elimination  of  the  necessity 
for  w^atered  stock. ^^  One  of  the  commonest  practices 
resulting  from  the  par  value  rule  is  no  longer  necessary 
with  no  par  stock:  namely,  the  practice  of  issuing  stock 
for  overvalued  property  with  the  subsequent  donation  of 
part  of  the  stock  to  be  sold  at  market  prices  for  working 
capital.  In  later  financing  another  advantage  is  claimed 
for  no  par  stock  in  that  it  can  be  issued  fully-paid  and  non- 
assessable from  time  to  time  at  varying  prices. 

But  as  compared  with  the  no  par  stock  statutes  of  New 
York  and  of  Maryland,  the  Delaware  law  is  particularly 
advantageous  for  the  purposes  of  promoters  and  organ- 
izers of  corporations.  One  of  the  most  significant  of  these 
advantages  is  the  certainty  with  which  fully-paid  stock 
may  be  issued  for  consideration  other  than  money  without 
invoking  the  hazard  of  stockholders'  liability.  As  has 
been  indicated  above,  the  "  good-faith "  test  had  not 
settled  this  problem  satisfactorily  with  par  value  stock. 
According  to  the  above-mentioned  pamphlet,  the  statute 
eliminates  the  difficulty  of  valuing  speculative  property 
such  as  mines,  oil  leases,  and  patents — property  in  which 

^'29  Del.  Laws,  1917,  ch.  113,  sec.  3;  Rev.  Code,  1915,  sec.  1918a-4a. 
No  par  preferred  stock  was  authorized  in  Delaware  by  amendment  in 
1925.   34  Del.  Laws,  1925,  ch.  112,  sec.  3. 

*"  Corporation  Service  Company,  Stock  without  Par  Value  under  the 
Delaware  Corporation  Law,  p.  8. 

8 
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"  failures    to    realize    expected    values    are    especially 
frequent." 

This  certainty  in  the  issue  of  stock  for  a  consideration 
other  than  money  was  achieved  by  excluding  the  necessity 
for  the  valuation  by  the  directors  of  the  consideration  in 
the  subscription  contract  under  which  the  stock  was  to  be 
issued.  Under  the  New  York  law  enacted  in  1912  the 
necessity  for  valuation  would  seem  to  arise  indirectly  from 
the  provision  regulating  the  capitalization  of  the  considera- 
tion in  money  terms,  while  according  to  the  provisions  of 
the  Maryland  statute  it  arose  directly  from  the  section 
requiring  the  filing  of  a  sworn  statement,  prior  to  the  issue 
of  the  stock,  setting  forth  the  valuation  placed  upon  the 
consideration.  Under  the  Delaware  amendment  a  mere 
description  of  the  consideration  became  sufficient.^^  The 
operation  of  this  law  has  been  described  by  the  Corpora- 
tion Service  Company  in  the  following  manner: 

Although  the  law  makes  the  judgment  of  the  directors  con- 
clusive in  the  absence  of  fraud,  courts  are  prone  to  require  that 

""  The  following  excerpts  from  the  minutes  of  the  directors  of  the 
Piggly-Wiggly  Delaware,  Inc.,  described  in  Piggly-Wiggly  v.  Bartlett,  97 
N.  J.  Eq.  469,  129  A.  413,  is  an  example  of  the  subscription  procedure 
permissible  under  the  Delaware  law.  This  case,  together  with  the  con- 
tract, has  been  discussed  in  detail  by  Carl  B.  Robbins  in  his  book,  No-Par 
Stock,  pp.  86-87. 

"  Resolved  that  this  corporation  accept  the  offer  ...  to  sell  to  this 
corporation  the  property  described  in  the  resolution  of  the  incorporators 
passed  at  a  meeting  held  this  day  recommending  the  purchase  thereof,  and 
the  board  of  directors  do  hereby  adjudge  and  declare  that  said  property 
is  of  the  value  of  the  full  consideration  of  fifteen  thousand  (15,000) 
shares  of  the  common  capital  stock  of  this  corporation  without  nominal 
or  par  value  and  that  the  same  is  necessary  for  the  business  of  this 
corporation." 

This  property  was  described  by  the  incorporators  in  their  offer  of  sale 
to  the  corporation  as  follows: 

"  The  exclusive  right  to  operate  in  the  state  of  Delaware,  the  system 
of  vending  merchandise  .  .  .  owned  by  said  Piggly-Wiggly,  Delaware,  Inc. 
under  an  assignment  of  license  from  Clarence  Saunders,  of  Memphis, 
Tenn.,  under  a  patent  owned  by  him  ...  as  full  consideration  for 
15,000  shares  of  the  common  capital  stock  of  this  Company  without 
nominal  or  par  value." 
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such  valuation  shall  be  within  reasonable  limits,  and,  even  though 
the  stockholders  may  win  out  in  a  suit  by  creditors,  the  expenses 
and  the  uncertainties  are  preferably  avoided. 

With  no  par  stock  the  directors  place  no  value  in  dollars 
on  the  property  acquired.  They  simply  vote  to  issue  1000 
shares  of  no-par  stock  or  any  other  number  of  shares  in  con- 
sideration of  the  conveyance  to  the  corporation  of  a  certain 
property.  That  is  to  say,  they  vote  to  acquire  the  property  and 
to  divide  its  ownership  into  100  or  1,000  or  10,000  equal  shares 
having  no  par  value.  There  is  no  possible  fraud  on  creditors  or 
any  one  else.  There  is  no  estimate  of  value  for  a  court  to  inquire 
into.  No  such  question  of  liability  can  arise.  Such  stock  is  full 
paid  beyond  all  doubt.^^ 

The  effect  of  the  Delaware  no  par  stock  law  on  stock- 
holders' liability  was  specifically  discussed  by  a  Federal 
Court  of  Appeals  in  Johnson  v.  Louisville  Trust  Company, 
decided  in  1923.^"  The  court  refused  to  permit  the  trustee 
in  bankruptcy  to  assess  the  holders  of  no  par  common  stock 
of  an  insolvent  Delaware  corporation.  The  trustee  thought 
that  no  value  had  been  fixed  by  the  board  of  directors 
for  the  common  stock  which  had  been  issued  as  a  bonus 
with  preferred,  that  the  common  stock  was  simply 
"  thrown  in  "  with  securities  which  had  an  ascertainable 
value  and  that  the  common  shares  were  therefore  void. 
The  liability  imposed  by  statute  requiring  payment  of  the 
whole  consideration  was  unchanged  by  the  new  law.  But 
with  respect  to  the  no  par  stock  issued  as  a  bonus  the 
court  said: 

We  are  cited  to  no  authority,  nor  have  we  found  any,  sup- 
porting the  right  of  recovery  asserted  by  the  trustee  in  bankruptcy. 
On  the  contrary,  the  generally,  if  not  universally,  accepted  theory 
of  the  purpose  of  such  statutes  is  that  they  are  intended  to  do 
away  with  both   the   "  trust   fund "    and    "  holding   out "   doc- 

®^  Corporation  Service  Company,  Stock  Without  Par  Value  under  the 
Delaware  Corporation  Law,  p.  8. 

^^  Johnson  v.  Louisville  Trust  Co.,  293  Fed.  857  (C.  C.  A.,  6th  Circ, 
1923) ;  cert.  den.  264  U.  S.  586,  68  L.  Ed.  862,  44  S.  Ct.  334  (1924). 
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trirxcs.  ...  As  Mr.  Cook  says:  "the  whole  theory  of  stock 
without  par  value  is  '  let  the  buyer  and  let  the  creditor  beware.'  " 
Granting  that  the  courts  should  compel  the  payment  of  the 
consideration  for  which  the  no-par  stock  was  issued  by  the  cor- 
poration, it  would  seem,  not  only  that  the  consideration  contem- 
plated by  the  corporation  and  its  promoters  has  been  paid,  but 
also  that  the  no  par  value  stock  had  no  tangible  value. 

Another  advantage  of  the  Delaware  no  par  stock  amend- 
ment which  would  be  particularly  attractive  to  promoters 
of  corporations  is  stated  to  be  the  readiness  with  which  the 
original  incorporators  can  secure  control.  According  to 
the  Corporation  Service  Company,  5 1  per  cent  of  the  stock 
may  be  issued  for  a  nominal  sum  and  subsequent  issues  at 
higher  prices  to  secure  capital  for  the  enterprise.  Further- 
more, promoters  may  be  compensated  for  their  services  by 
the  use  of  no  par  stock.  The  first  issue  of  no  par  stock  is 
made  to  them  for  a  nominal  consideration,  and  later  issues 
to  raise  capital  are  made  at  higher  prices. 

Both  these  operations  depend  upon  issuing  the  original 
stock  for  a  nominal  consideration,  leaving  the  real  capital 
to  be  secured  from  investors  through  subsequent  issues; 
they  were  made  possible  by  another  important  difference 
between  the  Delaware  act  of  1917  and  the  New  York 
statute  of  1912.  In  the  latter  the  effect  of  the  provision 
requiring  a  capital  of  five  dollars  or  some  multiple  of  five 
dollars  for  each  no  par  share  was  to  retain  a  yardstick  for 
the  measurement  of  the  minimum  amount  of  consideration 
for  which  stock  was  to  be  issued.  The  Delaware  statute, 
however,  authorized  stock  to  be  issued  at  such  price  as 
might  be  fixed  by  the  board  of  directors  if  such  authority 
were  conferred  by  the  certificate  of  incorporation.  While 
the  Delaware  amendment  did  not  disturb  the  old  rule 
concerning  the  kind  of  consideration,  it  did,  according  to 
the  discussion  of  this  section  by  the  Delaware  Court  of 
Chancery,   destroy  the  quantity  of  consideration  which 
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must  underlie  the  shares  of  stock  authorized  by  it.^^  The 
no  par  statute  furnished  no  standard  as  in  the  par  value 
stock  laws  nor  did  it  substitute  some  other  standard — real, 
market,  or  book  value. 

While  the  Delaware  no  par  stock  law  has  eliminated 
any  yardstick  for  the  measurement  of  the  amount  of  con- 
sideration, the  Delaware  courts  have  distinguished  be- 
tween original  and  subsequent  issues  of  no  par  stock  in 
the  interpretation  of  the  law.  With  respect  to  the  former, 
the  courts  have  held  that  the  amount  of  consideration  is 
of  no  moment.  Thus  the  Chancellor  in  Bodell  v.  General 
Gas  and  Electric  Corp.  stated  that  he  did  not  see  that  it 
could  make  much  difference  under  the  Delaware  amend- 
ment how  much  or  how  little  in  the  way  of  consideration 
was  received  so  long  as  consideration  was  lawful  in  its 
quality.^* 

With  respect  to  subsequent  issues  the  action  of  the  direc- 
tors in  fixing  the  issue  price  of  no  par  stock  could  be 
reviewed  by  the  courts  despite  the  broad  language  of  the 
statute.  The  controversy  in  the  Bodell  case  concerned  the 
right  of  directors  to  issue  new  no  par  Class  A  common 
stock  to  the  holders  of  that  stock  for  $25.00  per  share  to 
the  extent  of  their  dividends  which  amounted  to  $1.50 
per  share,  while  at  the  same  time  a  much  larger  issue  of 
new  Class  A  stock  was  offered  to  all  classes  of  stockholders 
at  $45.00  per  share  with  the  unsubscribed  shares  to  be 
taken  by  underwriting  bankers  at  the  price  of  $45.00. 
The  complainants  sought  an  injunction  to  restrain  the  issu- 
ance of  shares  of  stock  at  $25.00  a  share  to  the  extent  of 
the  quarterly  dividend  declared.  On  its  face  the  proposed 
subscription  figures  were  inequitable  and  subject  to  review 
by  the  courts  because  of  the  necessity  of  protecting  the 

"^Bodell  V.  General  Gas  and  Electric  Corp.,  15  Del.  Ch.  119,  132  A. 
442  (1926)  ;  upheld  in  Bodell  v.  General  Gas  and  Electric  Corp.,  15  Del. 
Ch.  420,  140  A.  264  (1927). 

»*  Ibid. 
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proportionate  financial  interests  and  voting  powers  of  the 
existing  stockholders.^^  In  this  particular  situation  the 
Chancellor  found  that  the  proposed  figures  were  fair  and 
that  in  the  light  of  all  the  circumstances  there  was  no 
injury  to  the  existing  stockholders.  Additional  corporate 
funds  were  to  be  secured  through  the  sale  of  Class  A  com- 
mon stock.  At  the  selling  price  of  $45.00  per  share  the 
stock  yielded  a  return  of  only  3%  per  cent  on  the  basis 
of  the  $1.50  cash  dividend.  The  dividend  subscription 
plan  at  $25.00  per  Class  A  share,  which  offered  the  possi- 
bility of  $20.00  profit  by  additional  subscription,  was  neces- 
sary to  induce  the  public  to  buy  the  stock  at  $45.00.  While 
it  was  difficult  to  measure  in  exact  dollars  the  extent  to 
which  the  dividend  policy  contributed  to  the  ability  to 
sell  the  new  issue  at  $45.00,  there  was  no  doubt,  according 
to  the  Chancellor,  that  it  had  weight.  The  fact  that  funds 
could  be  secured  from  stock  sales  greatly  in  excess  of  the 
amount  otherwise  obtainable  was  an  advantage  for  the 
corporation  and  for  all  the  stockholders. 

The  Delaware  courts  have  not  attempted  to  supply  a 
standard  for  determining  the  issue  price  in  the  absence  of 
such  standard  in  the  statute  other  than  that  the  price  must 
be  a  fair  one  to  the  corporation  and  existing  stockholders 
and  best  calculated  to  yield  the  largest  possible  capital. 
In  the  Bodell  case,  the  Chancellor  held  that  neither  the 
price  for  which  no  par  stock  was  originally  sold,  nor  the 
quoted  market  price,  nor  the  book  value  alone,  was  a 
proper  criterion.  In  his  opinion  the  price  might  depend  on 
a  large  number  of  factors  varying  in  each  case.  Proper  con- 
siderations would  include  "  the  appraised  and  sale  value 
of  the  assets,  market  value  of  outstanding  shares,  present 
and  probable  earning  power,  market  conditions,  size  of 
issue,  reputation  of  the  corporation,  and  such  other  excep- 

""^  Bodell  V.  General  Gas  and  Electric  Corp.,  15  Del.  Ch.  119,  132  A. 
442  (1926)  ;  Atlantic  Refining  Co.  v.  Hodgman,  13  F.(2d)  781  (C.  C.  A., 
3d  Circ,  1926). 
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tional  considerations  as  honest  and  fair  minded  men  might 
properly  take  into  account." 

The  relief  from  further  calls  or  assessments  assured 
those  to  whom  stock  is  issued  and  the  ease  with  which 
stock  may  originally  be  issued  for  a  nominal  consideration 
are  deemed  to  be  advantages  of  the  Delaware  no  par  stock 
law  by  those  interested  in  the  organization  of  corporations, 
but  to  critics  of  the  law  these  advantages  constitute  the 
gravest  weakness.'''^  The  no  par  stock  laws  of  the  type  en- 
acted in  Delaware,  it  is  contended,  have  made  easier  the 
issue  of  fraudulent  securities,  and  have  not  furnished  a 
cure  for  the  evils  of  watered  stock  and  fraud  as  urged  by 
the  original  proponents. 

In  1921  a  Massachusetts  Commission,  appointed  to 
investigate  the  sale  of  securities,  reported  to  the  legisla- 
ture that  in  its  opinion  the  issuance  of  non-par  value  stock 
could  not  in  any  way  be  considered  a  solution  of  the 
problem  of  fictitious  stock.  According  to  its  findings,  pro- 
moters used  no  par  stock  to  indicate  that  the  stock  might 
have  a  value  greater  than  the  usual  par  stock.  Moreover, 
the  very  indefiniteness  of  the  value  of  no  par  stock  was 
used  as  a  means  of  selling  stock. ®^ 

As  far  as  the  corporation  statute  is  concerned,  the  Dela- 
ware no  par  stock  law  has  made  possible  a  method  of 
promotion  which  would  not  be  legal  under  the  rule  of 
par  value.  This  method  includes  the  issue  of  stock  to  the 
original  promoters  for  nominal  consideration  and  the  sub- 
sequent sale  of  the  stock,  now  personally  owned  by  the 
promoters,  for  their  own  account.  The  case,  P^ggly-V^ig- 
gly  Delaware,  Inc.  v.  Bartlett,  which  came  before  the  New 

"'  James  C.  Bonbright,  "  No- Par  Stock:  Its  Economic  and  Legal  Aspects," 
Quarterly  Journal  of  Economics,  XXXVIII,  440-465.  See  also  William 
W.  Cook,  "  Stock  without  Par  Value,"  American  Bar  Association  Journal, 
VII,  534-537. 

*^  Special  Commission  to  Investigate  the  Sale  of  Corporate  Securities 
and  Related  Matters,  Mass.,  Report,  1921,  p.  20. 
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Jersey  Court  of  Chancery  in  1925  exemplifies  the  proce- 
dure.^^ The  Piggly-Wiggly  Company  had  been  formed  in 
1922  under  the  laws  of  Delaware  to  take  over  a  license  to 
operate  in  Delaware  under  the  Piggly-Wiggly  plan  of 
merchandising.  The  promoters  had  caused  the  company 
to  purchase  from  themselves  the  necessary  license,  acquired 
by  them  at  a  cost  of  $1,000,  in  return  for  15,000  shares  of 
no  par  value  common  stock.  At  the  same  time  that  the 
corporation  sold  an  issue  of  preferred  stock  to  supply 
working  capital,  the  promoters  sold  the  common  which 
they  now  owned  personally,  netting  approximately  $100,- 
000  for  it.  This  would  make  an  average  selling  price  of 
$6.66  per  share  as  compared  with  the  cost  to  the  promoters 
of  $.06  2/3  per  share.  The  stockholders  sued  in  the  name 
of  the  corporation  to  force  restoration  to  its  treasury  of  the 
amounts  received  for  the  common. 

The  court  found  there  was  a  full  bona  fide  consideration 
for  the  15,000  shares  of  common  stock.  At  the  time  of 
sale  only  the  incorporators  had  an  interest  in  the  corpora- 
tion, all  the  stockholders  and  directors  had  full  knowledge 
of  the  transaction  and  no  one  had  received  profits,  con- 
cealed or  otherwise,  from  the  sale  of  the  license  to  the 
corporation  in  consideration  of  the  issue  of  the  no  par 
stock.  The  court  decided  that  the  stockholders  could  not 
sue  through  the  corporation,  holding  that  "  an  issue  of  all 
the  common  stock  without  par  value  before  any  other  stock 
is  issued,  even  though  made  for  a  few  cents  a  share  and 
made  by  the  persons  who  are  incorporators  and  directors 
to  themselves,  may  not  be  attacked  by  the  corporation 
later." 

While  the  court  found  there  was  a  full  bona  fide  con- 
sideration for  the  common  stock  under  the  no  par  value 
rule,  the  court  made  the  further  comment  that,  had  this 
stock  had  a  par  value  and  had  stock  been  issued  of  a  par 

"®  Piggly-'^'gih  Delaware,  Inc.  v.  Bartlett,  97  N.  J.  Eq.  469,  129  A. 
413  (1925). 
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value  or  face  value  exceeding  the  value  of  the  rights 
purchased,  a  different  question  would  have  arisen.  With 
the  removal  of  the  par  value  rule  from  the  corporation 
statute  the  remedy  left  is  action  for  fraud. 

To  repair  these  weaknesses  of  the  Delaware  law,  James 
C.  Bonbright  has  suggested  the  requirement  that  the  value 
of  stock  consideration  be  agreed  upon  between  the  cor- 
poration and  the  subscribers  to  stock,  and  that  a  stand- 
ard of  value  be  established  to  be  applied  to  property 
taken  in  exchange  for  stock.^^  A  more  hostile  critic  of  no 
par  stock,  William  W.  Cook,  writing  in  1921,  recom- 
mended that  if  no  par  stock  were  here  to  stay,  then,  for 
the  protection  of  creditors,  exemption  of  stockholders 
from  personal  liability  on  corporate  debts  should  be  with- 
drawn. For  the  protection  of  stockholders  he  suggested 
that  public  registry  of  all  contracts  for  the  issue  of  stock 
be  required. ^°° 

An  important  effect  of  the  no  par  stock  laws  has  been 
the  modification  of  the  dividend  regulations  to  provide 
for  a  statutory  definition  of  the  corporate  capital.  When 
the  Delaware  no  par  stock  amendment  of  1917  destroyed 
the  automatic  measurement  in  value  terms  of  the  con- 
sideration received  for  stock  contained  in  the  par  value 
rule,  it  also  destroyed  the  automatic  measurement  of  the 
corporate  capital.  Some  method  of  measurement  was 
necessary,  however,  for  accounting  purposes  in  view  of  the 
regulations  designed  for  the  benefit  of  creditors  to  keep 
the  capital  intact.  In  the  first  New  York  and  Maryland 
laws  such  measurement  was  provided  by  statute,  in  the 
former  by  the  stated  value  rule  and  in  the  latter  by  the 
requirement  that  the  whole  consideration  should  be  capi- 
talized. In  the  Delaware  law  no  standard  was  provided. 
In  1927,  however,  amendments  to  the  dividend  regula- 
tions were  enacted  which  gave  statutory  recognition  to 

"  Bonbright,  Quarterly  Journal  of  Economics,  XXXVIII,  440-465. 
***°Cook,  American  Bar  Association  Journal,  VII,  534-537. 
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the  financial  practice  which  was  being  pursued  of  allocat- 
ing stock  consideration  between  capital  and  a  paid-in 
surplus  from  which  dividends  were  to  be  paid.  The  direc- 
tors were  thereby  given  the  power  to  establish  the  amount 
of  the  statutory  capital  which  must  be  maintained  for  the 
benefit  of  creditors.  This  question  will  be  discussed  in  the 
next  chapter  in  connection  with  the  subject  of  dividends 
and  the  sources  from  which  they  may  be  paid. 

Despite  the  opportunity  for  abuses  in  the  promotion  of 
companies  afforded  by  the  Delaware  no  par  statute,  no 
changes  have  been  made  in  it  which  might  interfere  with 
the  freedom  of  corporations  in  the  use  of  no  par  stock. 
The  advantages  of  no  par  stock  under  the  Delaware  law 
as  compared  with  par  value  stock  has  made  the  former  a 
common  element  in  the  capitalizations  of  companies  organ- 
ized under  the  corporation  law  of  Delaware.  An  example 
of  the  widespread  use  of  no  par  stock  is  found  in  the 
extent  to  which  the  large  corporations,  concerning  which 
information  is  available  in  the  investors'  manuals,  have 
adopted  it.  In  1931  the  stocks  of  209  industrial  corpora- 
tions organized  under  the  laws  of  Delaware  were  traded 
in  on  the  New  York  Stock  Exchange;  of  this  number  170, 
or  82  per  cent,  had  issued  no  par  stock. 

Since  the  adoption  of  the  first  no  par  statutes  most  of 
the  other  states  have  enacted  legislation  authorizing  no 
par  stock  in  response  to  the  demand  of  the  organizers  of 
corporations.  At  the  present  time  all  but  three  states  and 
the  District  of  Columbia  have  no  par  stock  statutes.^^^ 
As  in  the  case  of  the  legislation  establishing  the  "  good- 
faith  "  test  for  the  valuation  of  property  in  the  issue  of 
par  value  shares,  many  of  the  no  par  statutes  have  fol- 
lowed the  Delaware  model.  With  respect  to  the  question 

^"^  See  Corporation  Manual,  36th  ed.  In  North  Dakota,  Oklahoma,  and 
the  District  of  Columbia  there  are  no  statutes  authorizing  the  issue  of  no 
par  stock.  In  Nebraska,  the  Constitution  requires  that  all  stock  shall  have 
a  par  value  (Art.  XII,  sec.  6). 
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of  consideration,  the  laws  of  twenty-two  states,  including 
Delaware,  now  provide  that  no  par  shares  may  be  issued 
for  such  consideration  as  may  be  determined  by  the  board 
of  directors  or  some  other  authority  without  the  require- 
ment that  the  consideration  shall  be  valued  in  monetary 
terms,  a  common  feature  in  the  laws  of  most  of  the 
remaining  states/°- 

Blue  Sky  Laws  and  the  Federal  Securities  Act 

While  corporation  lawmakers  have  been  primarily  con- 
cerned with  the  removal  of  the  restrictive  effects  which 
were  exerted  by  the  older  rules  regulating  the  issue  and 
payment  of  stock,  the  problem  of  protecting  investors  from 
loss  through  the  purchase  of  the  securities  of  highly  specu- 
lative projects  or  those  organized  solely  for  the  purpose  of 
selling  stock  has  become  one  of  increasing  importance. 
According  to  the  Federal  Trade  Commission,  in  the  last 
decade  alone  the  sale  of  worthless  securities  through  mis- 
representation and  fraud  has  amounted  to  $25,000,000,- 
000.^°^  The  common  law  remedy  of  action  for  fraud  has 
been  inadequate  with  the  weakening  of  the  corporation 
law  check  of  stockholder  liability  brought  about  by  the 
newer  laws  regulating  the  valuation  of  consideration  and 
by  the  no  par  stock  laws. 

A  large  measure  of  responsibility  in  the  issue  of  ficti- 
tious securities  has  been  assigned  Delaware  and  the  other 
so-called  "  liberal "  incorporating  states.  The  Special 
Commission,  appointed  in  Massachusetts  in  1921,  to  in- 
vestigate the  sale  of  securities,  made  the  following  state- 
ments with  respect  to  the  factor  of  state  responsibility: 

^''^  According  to  the  Corporation  Manual  (36th  ed.),  the  states  which 
have  followed  the  Delaware  model  with  respect  to  the  consideration  for  no 
par  stock  are  as  follows:  Ala.,  Ariz.,  Ark.,  Fla.,  Ga.,  111.,  Kan.,  Ky.,  Me., 
Mich.,  Mo.,  Mont.,  Nev.,  N.  J.,  N.  M.,  Ore.,  R.  I.,  S.  C,  Tenn.,  Utah! 
Wyo. 

^°^  Federal  Trade  Commission,  Securities  Act  of  1933,  Release  No.  1, 
May  27,  1933. 
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Fundamentally,  the  State  participates  in  the  fraud  by  allowing 
the  issuance  under  its  sanction  of  fictitious  stock.  The  State 
thereby,  in  a  very  real  sense,  creates  the  securities  and  places 
them  in  the  hands  of  the  fraudulent  promoter,  who  in  turn  dis- 
tributes them  to  the  public. 

A  Federal  Judge  in  Chicago,  in  sentencing  some  fraudulent 
promoters  to  the  penitentiary,  stated  this  basic  truth  aptly  when 
he  said:  "  The  State  of  Delaware  would  face  an  indictment  for 
licensing  such  corporations  as  this,  if  I  could  summon  a  sovereign 
State  into  court."  ^o* 

In  1933,  in  its  study  of  the  effects  of  Blue  Sky  legislation, 
the  United  States  Department  of  Commerce  also  empha- 
sized "  the  lack  of  adequate  protective  laws  and  the  exist- 
ence of  too  liberal  corporation  legislation  in  some  jurisdic- 
tions "  as  an  important  factor  contributing  to  the  issue  of 
fraudulent  securities.^^^ 

State  action  in  the  form  of  Blue  Sky  laws  for  the  control 
of  the  sale  of  securities  to  protect  investors  has  failed  to 
cover  all  situations  and  to  protect  investors  adequately. 
The  United  States  Department  of  Commerce  has  sum- 
marized the  factors  which  explain  the  failure  of  Blue  Sky 
laws  as  follows:  the  lack  of  protective  statutes  in  one 
state  and  in  all  the  territories,  and  inadequate  legislation 
in  others;  lack  of  uniformity  in  the  laws  of  the  various 
states;  the  willingness  of  victims  to  "compound"  the 
offense  or  accept  a  compromise;  the  evasions  possible  by 
conducting  sales  on  an  interstate  basis.^°^ 

The  latest  and  most  far-reaching  device  for  the  pro- 

^''*  special  Commission  to  Investigate  the  Sale  of  Corporate  Securities 
and  Related  Matters,  Mass.,  Report,  1921,  p.  19. 

^'^^  U.  S.  Department  of  Commerce,  "A  Study  of  the  Economic  and 
Legal  Aspects  of  the  Proposed  Federal  Securities  Act,"  appended  to  U.  S. 
Congress,  Senate,  Committee  on  Banking  and  Currency,  Hearings  on  S. 
873,  a  Bill  to  Provide  for  the  Furnishing  of  Information  and  the  Super- 
vision of  Traffic  in  Investment  Securities  in  Interstate  Commerce,  March 
31  to  April  8,  1933  (73d  Cong.,  1st  sess.). 

^°«  Ibid. 
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tection  of  investors  is  the  United  States  Securities  Act  of 
1933.  The  basic  policy  of  the  act,  according  to  the  Federal 
Trade  Commission  in  its  first  statement  of  policy  when  the 
administration  of  the  act  was  under  its  jurisdiction,  is  to 
inform  investors  of  the  facts  concerning  securities  offered 
for  sale  in  interstate  and  foreign  commerce  and  to  pro- 
vide protection  against  fraud  and  misrepresentation/^^ 

The  act  does  more  than  merely  require  information. 
In  the  administration  of  the  act  for  the  purpose  of  ascer- 
taining the  facts  required  for  an  effective  registration 
statement,  the  action  of  the  Commission  may  restrict  the 
apparent  freedom  of  directors  in  the  valuation  of  the  con- 
sideration received  for  stock  under  state  corporation 
statutes.  In  several  instances  the  Commission  has  refused 
to  accept  the  valuation  placed  upon  the  consideration  for 
which  stock  was  to  be  issued.  In  accordance  with  its  find- 
ings, the  Commission  has  issued  stop  orders  suspending 
the  effectiveness  of  registration  statements  under  the 
authority  conferred  by  the  act  to  issue  such  orders  when  it 
appears  to  the  Commission  that  the  statement  "  includes 
any  untrue  statement  of  a  material  fact  required  to  be 
stated  therein  or  necessary  to  make  the  statements  therein 
not  misleading."  ^^^  In  the  case  of  the  Brandy  wine  Brew- 
ing Co.,  a  Delaware  corporation,  whose  registration  state- 
ment was  suspended,  the  Commission  made  the  following 
statement  with  respect  to  the  relation  of  the  state  corpora- 
tion laws  to  the  provisions  of  the  Securities  Act: 

Statutory  provisions  in  the  state  of  incorporation  making  values 
fixed  by  directors  conclusive  for  certain  purposes  in  the  absence 
of  fraud,  cannot  foreclose  this  Commission's  inquiry  as  to  the 
truthfulness  of  a  statement  that  a  corporation  has  received  ser- 
vices of  a  certain  value,  reasonably  determined,  nor  prevent  such 

*"  Federal  Trade  Commission,  Securities  Act  of  1933,  Release  No.  1, 
May  27,  1933. 

"'Securities  Act  of  1933,  Public  No.  22,  73d  Cong.,  1st  sess.,  H.  R. 
5480,  Title  I,  sec.  8,  par.  d. 
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a  statement  from  being  tested  for  truth  under  the  standards  set 
by  the  Securities  Act.^o^ 

In  its  review  of  valuations,  to  determine  what  constitutes 
a  misstatement  of  a  material  fact  for  the  purposes  of  the 
registration  statement,  the  Commission  has  been  governed 
by  much  the  same  standards  as  the  courts  of  Delaware  and 
other  states  in  the  enforcement  of  "  good-faith  "  statutes. 
Evidently  this  standard  is  to  permit  of  reasonable  differ- 
ences of  opinion  but  not  grossly  excessive  overvaluation  or 
fraudulently  inflated  values.  In  the  case  of  the  Brandywine 
Brewing  Co.,  the  Commission  found  the  item  of  $71,000 
on  the  balance  sheet  representing  promotion  services,  a 
misstatement  of  a  material  fact  because  the  valuation  of 
the  services  was  "  so  grossly  and  unreasonably  excessive 
as  to  be  outside  the  range  of  reasonable  difference  of 
opinion."  ^^°  In  the  case  of  another  Delaware  company 
the  directors'  valuation  was  held  to  be  an  untrue  statement 
as  to  a  material  fact.  With  respect  to  this  appraisal  the 
Commission  said:  "  not  only  was  the  appraisal  inexcusably 
careless,  but  the  testimony  impels  toward  the  view  that 
there  was  a  dishonest  attempt  to  inflate  values  beyond  any 
maximum  that  difference  of  opinion  might  condone."  ^" 

The  federal  government's  efforts  to  regulate  the  sale 
of  securities  suggest  perhaps  a  significant  contest  between 
state  and  federal  governments  in  the  matter  of  incorpora- 
tion. The  outcome  of  this  contest  cannot  be  predicted 
now  but  the  policy  underlying  the  Securities  Act  of  1933, 
with  respect  to  the  protection  of  investors  against  fictitious 
and  fraudulent  securities,  is  in  contrast  with  the  policy  of 

^°"  U.  S.  Securities  and  Exchange  Commission,  Securities  Act  of  1933, 
Release  No.  349,  April  22,  1935,  Findings  and  Opinion  in  re  Brandywine 
Brewing  Co.,  Registration  Statement  2-1148. 

"°  Ibid. 

^^^  U.  S.  Securities  and  Exchange  Commission,  Securities  Act  of  1933, 
Release  No.  244,  October  24,  1934,  Findings  and  Opinion  in  re  Haddam 
Distillers  Corp.,  Registration  Statement  2-993. 
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corporate  freedom  upon  which  were  based  the  Delaware 
laws  designed  to  secure  the  issue  of  fully-paid  stock. 
Under  the  latter  the  protection  of  investors  has  been  left 
largely  to  the  jurisdiction  of  the  courts.  Under  the  Securi- 
ties Act  protection  has  been  afforded  by  direct  interference 
with  the  operation  of  the  state  laws  regulating  the  issue 
and  payment  of  stock.  By  rejecting  the  valuations  of  stock 
considerations  in  the  instances  cited  the  Commission  has 
restricted  the  apparent  freedom  of  directors  in  valuations 
under  a  law  which  makes  the  judgment  of  directors  con- 
clusive in  the  absence  of  fraud.  While  these  valuations 
are  of  the  type  which  the  Delaware  courts  might  not  have 
upheld  in  the  interpretation  of  the  statute,  the  importance 
of  the  Securities  Commission's  policy  from  the  point  of 
view  of  the  investor  lies  in  the  fact  that  protection  is 
afforded  before  an  investment  is  made. 


CHAPTER  V 

Corporate  Capital 

Supported  by  the  theory  that  the  state  guaranteed  cor- 
porations to  the  public,  lawmakers  had  included  in  cor- 
poration statutes  provisions  to  insure  the  maintenance  of 
the  corporate  capital.  In  contrast  with  the  regulations 
governing  the  contribution  of  capital,  the  drafters  of  the 
revision  of  the  Delaware  Corporation  Law  of  1899  wrote 
into  the  new  statute,  without  important  modification,  the 
old  safeguards  against  the  dissipation  of  corporate  capital. 
The  most  important  of  the  provisions  respecting  this  aspect 
of  the  law  regulated  the  sources  from  which  dividend 
payments  could  be  made  ^  and  the  methods  by  which  the 
capital  of  a  corporation  could  be  reduced.^  The  power  to 
use  a  corporation's  funds  for  the  purchase  of  its  own 
shares  of  stock  was  prohibited  when  such  use  would  cause 
any  impairment  of  the  capital.^  As  an  additional  safe- 
guard, directors  were  held  liable  for  violations  of  the 
statutes  and,  in  the  case  of  reduction  of  capital  stock, 
stockholders  were  liable  for  amounts  illegally  paid  out. 

From  a  business  point  of  view  the  provisions  regulating 
dividend  payments  are  the  most  important  of  the  pro- 
visions designed  to  insure  the  preservation  of  corporate 
capital.    Dividend  payments  had  been  regulated  in  the 

^21  Del.  Laws,  1899,  ch.  273,  sec.  18. 

^  Ibid.,  sec.  33.  In  1901  the  section  was  renumbered  sec.  28  and 
amended  to  specify  the  methods  by  which  the  capital  stock  might  be 
reduced  (22  Del.  Laws,  1901,  ch.  166,  sec.  1).  Under  the  1901  Amend- 
ment the  reduction  of  the  capital  stock  could  be  effected  "  by  retiring  or 
reducing  any  class  of  the  stock,  or  by  drawing  the  necessary  number  of 
shares  by  lot  for  retirement,  or  by  surrender  of  every  shareholder  of  his 
shares,  and  the  issue  to  him  in  lieu  thereof  of  a  decreased  number  of 
shares  or  by  purchase  at  not  above  par  of  certain  shares  for  retirement, 
or  by  retiring  shares  owned  by  the  corporation,  or  by  reducing  the  par 
value  of  shares.  ..." 

^21  Del.  Laws,  1899,  ch.  273,  sec.  24. 
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early  years  of  the  law  by  sections  34  and  35  of  the  law  as 
revised  in  1901/  Section  35  was  restrictive  in  character 
and  was  derived  from  section  18  of  the  Act  of  1899  ^ 
which,  in  turn,  was  similar  to  section  7  of  the  Delaware 
Corporation  Law  of  1883.^  Under  the  terms  of  section  35 
it  was  provided  that: 

No  corporation  created  under  the  provisions  of  this  Act,  nor 
the  directors  thereof,  shall  make  dividends  except  from  the  sur- 
plus or  net  profits  arising  from  its  business.  Dividends  may  be 
paid  in  cash  or  capital  stock  at  par,  but  otherwise  the  corporation 
shall  not  divide,  withdraw,  or  in  any  way  pay  to  the  stockholders, 
or  any  of  them,  any  part  of  its  capital  stock  or  reduce  its  capital 
stock,  except  according  to  this  Act,  and  in  case  of  any  violation 
of  this  section  the  directors  under  whose  administration  the  same 
may  happen  shall  be  jointly  and  severally  liable  in  any  action  on 
the  case  at  any  time  within  six  years  after  paying  such  dividend 
to  the  corporation  and  to  its  creditors  or  any  of  them  in  the  event 
of  its  dissolution  or  insolvency,  to  the  full  amount  of  the  dividend 
made  or  capital  stock  so  divided,  withdrawn,  paid  out,  or  reduced, 
with  interest  on  the  same  from  the  time  such  liability  ac- 
crued; ...  J 

The  section  further  provided  that  a  director  who  was 
absent  or  who  dissented  from  the  dividend  action  might 
exonerate  himself  from  the  liability  by  causing  his  dissent 
to  be  entered  on  the  minutes  of  the  proceedings  of  the 
directors  at  the  time  the  action  was  taken  and  by  publish- 
ing a  copy  of  his  dissent  in  a  newspaper  of  the  county 
where  the  corporation  had  its  principal  office. 

Section  34,  added  in  1901,  was  permissive  in  nature  and 
provided  that: 

*  22  Del.  Laws,  1901,  ch.  166,  sec.  1,  Rev.  Code,  1915,  sec.  1949-35. 

'■■  21  Del.  Laws,  1899,  ch.  273,  sec.  18. 

"  17  Del.  Laws,  1883,  ch.  147,  sec.  7. 

^22  Del.  Laws,  1901,  ch.  166,  sec.  1,  Rev.  Code,  1915,  sec.  1949-35. 
Section  35  differed  from  section  18  of  the  Act  of  1899  in  that  the  earlier 
law  did  not  contain  the  clause,  "  Dividends  may  be  paid  in  cash  or  capital 
stock  at  par." 
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Directors  of  every  corporation  created  under  this  Act  shall  have 
power,  after  reserving  over  and  above  its  capital  stock  paid  in, 
such  sum,  if  any,  as  shall  have  been  fixed  by  the  stockholders, 
to  declare  a  dividend  among  its  stockholders  of  the  whole  of  its 
accumulated  profits  in  excess  of  the  amount  so  reserved,  and  pay 
the  same  to  such  stockholders  on  demand;  provided,  that  the 
corporation  may,  in  its  certificate  of  incorporation  or  in  its  by- 
laws, give  the  Directors  power  to  fix  the  amount  to  be  reserved.^ 

With  the  exception  of  a  few  changes,  these  two 
sections  regulated  the  payment  of  dividends  until  the  im- 
portant amendment  of  1927.  In  1911  an  amendment  was 
adopted  which  provided  that  the  liability  of  directors 
should  not  arise  except  in  cases  of  "  wilful "  or  "  negli- 
gent "  violations  of  the  act.^  By  amendment  to  section  35 
in  1917  provision  was  made  for  payment  of  dividends  in 
capital  stock  without  par  value  at  a  price  to  be  fixed  by 
the  board  of  directors. ^°  The  same  amendment  eliminated 
the  phrase  "  arising  from  its  business  "  which  had  quali- 
fied net  profits  as  a  source  of  payment. 

The  scope  which  these  sections  afforded  corporations  in 
the  payment  of  dividends  was  well  defined  by  the  decisions 
of  the  courts  in  the  various  cases  v/hich  came  before  them 
prior  to  1927  when  the  law  was  amended  defining  in  a 
different  way  the  sources  from  which  dividends  might  be 
paid.  The  determination  of  the  existence  of  a  surplus 
available  for  dividends  required  the  balancing  of  assets 
and  liabilities,  counting  the  capital  stock  among  the  lia- 
bilities at  its  paid-in  rather  than  at  its  par  value,  according 
to  the  decision  of  1921  in  Peters  v.  U.  S.  Mortgage  Co}'^ 
In  the  opinion  of  the  court,  the  Constitution  and  the  laws 

^  22  Del.  Laws,  1901,  ch.  166,  sec.  1,  Rev.  Code,  1915,  sec.  1948-34. 

^  26  Del.  Laws,  1911,  ch.  188,  sec.  1. 

"Rev.  Code,  1915,  sec.  1949-35,  as  amended,  29  Del.  Laws,  1917, 
ch.  113,  stc.  14. 

'^'^  Peters  v.  United  States  Mortgage  Co.,  13  Del.  Ch.  11,  114  A.  598 
(1921). 
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of  Delaware  permitted  the  issue  of  capital  stock  in  ex- 
change for  property  less  in  value  than  the  par  of  the  stock, 
although  an  agreement  that  such  stock  so  issued  should  be 
fully-paid  and  non-assessable  was  forbidden  as  against  the 
company  or  its  creditors.  Furthermore,  in  authorizing 
directors  to  pay  out  all  the  profits  in  excess  of  amounts 
reserved  over  and  above  the  capital  stock  paid  in,  section 
34  in  substance  required  capital  stock  to  be  listed  in  terms 
of  paid-in  value. 

The  Courts  had  also  designated  certain  items  as  proper 
and  others  as  improper  in  the  determination  of  profits 
available  for  dividends.  In  Wittenberg  v.  Federal  Mining 
and  Smelting  Co.^-  decided  in  1926,  the  practice  of  mak- 
ing a  charge  for  depreciation  against  earnings  before 
ascertaining  the  profits  available  for  dividends  was  de- 
clared to  be  a  sound  one.  The  Chancellor  cited  as  author- 
ity Whittaker  v.  Aniwell  National  Bank  ^^  in  which  the 
New  Jersey  Court  of  Chancery  held  in  1894  that  the  stat- 
ute not  only  warranted  but  compelled  the  taking  into 
account  of  a  reasonable  allowance  for  depreciation  for 
wear  and  tear  or  constant  use,  giving  credit  for  all  actual 
permanent  improvements.  The  capital  invested  by  a  cor- 
poration was  all  that  creditors  had  for  their  protection 
and  the  legislature  which  created  the  corporation  im- 
posed upon  it  the  necessity  of  maintaining  the  capital  at 
its  maximum  value  before  any  benefit  could  be  reaped 
from  the  venture. 

In  another  case,  decided  before  the  amendments  of 
1927,  the  Delaware  Court  of  Chancery  in  Kingston  v. 
Home  Life  Insurance  Company  held  that  an  estimated  in- 
crease in  the  value  of  fixed  property  was  not  a  net  profit 

^'  Wittenberg  v.  Federal  Mining  &  Smelting  Co.,  15  Del.  Ch.  147, 
133  A.  48  (1926). 

"  Whittaker  v.  Amwell  National  Bank,  52  N.  J.  Eq.  400,  29  A.  203 
(1894). 
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arising  from  the  business  of  the  company/*  Until  such 
increases  in  value  were  realized  by  sale  it  would  be  unwise, 
inaccurate  and  wrong  to  regard  them  as  profit  and  to  pay 
out  money  based  on  such  estimates.  To  the  Chancellor 
such  unrealized  increases  in  value  were  only  guesses  and, 
even  if  they  were  correct,  they  might  become  incorrect 
later  when  the  conditions  which  produced  the  estimated 
increases  of  value  changed. 

In  the  same  case  the  Court  of  Chancery  held  that  a 
profit  was  not  made  where  an  officer  authorized  to  buy 
property  for  a  company  at  $60,000  actually  purchased  it 
for  $45,000.  The  assets  of  the  corporation  were  not 
increased  and  the  savings  could  not  be  considered  as  a 
profit  of  the  business  which  could  be  paid  out  in  money 
as  dividends. 

In  1926  the  question  of  what  funds  were  available  for 
dividend  payments  was  thoroughly  discussed  in  Witten- 
berg V.  Federal  Mining  and  Smelting  Co.,  and  the  restric- 
tive effect  of  the  law  was  clearly  demonstrated  where 
there  was  a  condition  of  capital  impairment.  In  this  case 
preferred  stockholders  had  filed  a  bill  to  restrain  the 
payment  in  January,  1926,  of  a  dividend  of  $10  on  the 
common  stock.  The  company  had  made  a  profit  in  1925 
of  $3,440,000  after  all  charges  except  an  allowance  for 
depletion.  The  balance  sheet  for  December  31,  1924, 
however,  showed  a  deficit  of  $7,624,662,  largely  the  result 
of  the  failure  to  make  allowance  for  depletion  since  the 
inception  of  the  company  in  1903.  Dividends  on  the  pre- 
ferred stock  had  accumulated  to  the  amount  of  $19-25 
per  share,  while  no  dividends  had  been  paid  on  the  com- 
mon stock  since  1908.  The  Chancellor  refused  to  sanction 
the  contemplated  dividend  payment,^^  and  upon  appeal  his 

^"■Kingston  v.  Home  Life  Insurance  Co.,  11  Del.  Ch.  258,  101  A.  898 
(1917). 

^°  Wittenberg  v.  Federal  Mining  and  Smelting  Co.,  15  Del.  Ch.  147, 
133  A.  48  (1926). 
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decision  was  upheld  by  the  Supreme  Court  of  Delaware 
in  1927.^^  While  the  case  involved  a  wasting-asset  cor- 
poration the  dividend  sections  of  the  statute  were  first 
discussed  with  reference  to  corporations  in  general. 

The  Chancellor  refused  to  accept  the  position  of  the 
defendant  that  section  35  pointed  out  two  funds  from 
which  dividends  might  be  declared,  that  is,  surplus,  if 
any,  or  even  though  there  were  no  surplus,  then  from  net 
profits  in  any  current  year  in  case  such  profits  were 
earned.  According  to  the  Chancellor,  the  general  rule 
was  that  corporations  could  not  declare  dividends  except 
from  profits  and  that  the  rule  required  that  the  invested 
capital  should  be  kept  intact.  Therefore,  despite  the  use 
of  the  disjunctive  conjunction  "  or  "  between  "  surplus  " 
and  "  net  profits  "  in  section  35,  when  that  section  was 
considered  in  connection  with  section  34,  net  profits  were 
to  be  construed  as  the  profits  which  had  appeared  from  the 
entire  business  of  the  company  and  were  not  to  be  con- 
fined to  one  period  and  made  synonymous  with  annual 
profits.  Under  this  construction  there  were  no  net  profits 
in  view  of  the  heavy  capital  depletion. 

The  Chancellor  also  raised  the  question  of  whether  or 
not  "  net  profits  "  was  synonymous  with  "surplus  "  and 
pointed  out  that  if  it  was  not  then  two  funds  would  exist 
from  either  of  which  dividends  could  be  made  and  the 
paid-in  capital  left  undisturbed.  Surplus  might  be  created 
from  a  source  other  than  profits  such  as  a  paid-in  surplus 
arising  from  the  sale  of  stock  at  a  premium.  Dividends 
could  then  be  paid  even  though  there  were  no  accumu- 
lated profits.  The  Chancellor,  however,  did  not  answer 
the  question  he  had  proposed. 

Moreover,  the  court  refused  to  apply  to  this  case  the 
doctrine  that  wasting-asset  corporations  might  determine 
profits  available  for  dividends  without  allowance  for  de- 

^*  Federal  Mining  and  Smelting  Co.  v.  Wittenberg,  15  Del.  Ch.  409, 
138  A.  347  (1927),  55  A.  L.  R.  1. 


124  The  Delaware  Corporation 

pletion.  The  English  and  American  cases  which  had 
applied  the  doctrine  were  not  authorities  for  the  par- 
ticular case  before  the  court.  They  either  did  not  involve 
preferred  stock  having  a  preference  in  liquidation  or  the 
capital  was  not  impaired — the  pecuHar  conditions  present 
in  the  Wittenberg  case.  The  Supreme  Court,  in  upholding 
the  decision  of  the  Chancellor,  considered  it  immaterial 
that  the  doctrine  had  received  recognition  by  courts  where 
the  statute  law  was  essentially  different.  The  pertinent 
statute  law  of  Delaware  did  not  except  from  its  operation 
any  class  of  corporations;  and  even  though  the  doctrine 
was  the  common  law  of  Delaware  when  the  statute  was 
enacted,  it  could  not  be  regarded  as  engrafted  upon  or 
read  into  a  statute  that  was  clearly  opposed  to  the  doc- 
trine. 

The  effect  of  the  restriction  against  the  use  of  annual 
profits  for  dividend  payments  in  cases  of  capital  impair- 
ment was  the  discontinuance  of  dividends  and  the  im- 
pounding of  the  current  earnings  of  a  company  until  the 
deficit  was  repaired.  The  alternative  was  a  reorganization, 
especially  where  the  impairment  was  large  and  the  pros- 
pect of  its  absorption  through  earnings  prolonged. 

A  conspicuous  example  of  the  effect  of  dividend  res- 
triction is  that  of  the  American  Agricultural  Chemical 
Company,  organized  under  the  laws  of  Connecticut  which 
prohibited  any  dividend  except  from  "  net  profits  or 
actual  surplus."  ^^  A  deficit  had  been  shown  on  the  bal- 
ance sheet  since  1923,  despite  earnings  in  each  year 
between  1924  and  1930  with  the  exception  of  the  year 
1927.  By  1930  the  deficit  amounted  to  $39,837,406  fol- 
lowing a  write-down  in  that  year  of  $25,228,042  in  asset 
values  in  recognition  of  economic  obsolescence.^®    No 

"Conn.,  Gen.  Stat.,  1930,  sec.  3386. 

^*  American  Agricultural  Chemical  Co.,  Thirty-jirst  Annual  Report, 
1930. 
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dividends  had  been  paid  since  1924  on  either  the  common 
or  the  cumulative  preferred  stock.  In  a  letter  to  the  stock- 
holders, dated  September  18,  1930,  setting  forth  the 
reorganization  plan  by  which  all  the  assets  were  to  be 
transferred  to  the  profitable  Delaware  subsidiary,  the 
company  stated  that  the  existence  of  the  deficit  precluded 
the  legal  payment  of  dividends/^  On  the  assumption  of 
the  maintenance  of  present  values  and  the  continuation 
of  net  earnings  at  the  rate  of  the  past  five-year  average, 
it  would  be  twenty-six  years  before  the  capital  impair- 
ment could  be  made  good  and  preferred  dividends  re- 
sumed. On  the  same  assumptions  as  to  earning  power  and 
by  applying  earnings  first  to  the  capital  deficit  and  then  to 
accumulated  and  current  preferred  dividends,  it  would 
be  over  160  years  before  earnings  w^ould  be  available  for 
common  stock  dividends.  In  the  opinion  of  the  directors, 
to  perpetuate  the  situation  was  obviously  contrary  to  the 
interests  of  the  stockholders  and  to  the  maintenance  of  a 
high  morale  within  the  company,  in  view  of  the  fact  that 
the  earnings  could  for  many  years  serve  no  other  purpose 
than  to  reduce  an  enormous  book  deficit.  The  directors, 
moreover,  believed  that  if  the  situation  w^ere  prolonged, 
opportunities  for  expansion  and  development  would  be 
curtailed  unless  the  company  had  available  stock  which 
had  dividend  possibilities  and  which  could  be  used  as  a 
basis  for  consolidation  and  acquisitions.  The  plan  for  the 
elimination  of  the  book  deficit  was  subsequently  adopted 
and  the  company  was  reorganized. 

In  the  Wittenberg  case  the  Chancellor  had  raised  the 
question  of  whether  paid-in  surplus  was  available  for 
dividend  payments  but  he  rendered  no  decision  upon  the 
point.  In  1926  the  Committee  for  the  revision  of  the  Ohio 
corporation  law  considered  the  inclusion  of  the  authority 
for  the  creation  of  a  paid-in  surplus  important  and  stated 

"  American  Agricultural  Chemical  Co.,  letter  to  stockholders,  September 
18,  1930. 
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that  various  purposes  might  be  served  by  a  paid-in  sur- 
plus."°  A  corporation  might  require  cash  over  its  capital 
to  get  the  business  under  v^ay  or  to  provide  a  fund  to  meet 
possible  losses  or  to  stabilize  the  payment  of  dividends. 

Statutory  authority  for  the  creation  of  a  paid-in  surplus 
in  the  case  of  no  par  stock  was  particularly  important  in 
view  of  the  uncertainty  as  to  the  operation  of  the  no  par 
stock  laws  with  respect  to  the  capitalization  of  the  con- 
sideration received  for  such  stock.  Under  the  provisions 
of  the  no  par  stock  laws  of  the  type  enacted  by  Dela- 
ware in  1917,  it  was  uncertain  whether  it  was  necessary 
to  capitalize  the  whole  of  the  consideration  received  for 
no  par  stock  or  whether  it  was  possible  to  capitalize  only 
a  part  of  the  consideration.  In  an  article  in  the  Columbia 
Law  Review  in  1925,  Adolf  A.  Berle,  Jr.  suggested  that 
unless  an  agreement  was  made  to  the  contrary  in  reor- 
ganizations, consolidations,  and  mergers,  the  earned  sur- 
plus of  the  old  companies  was  likely  to  be  absorbed  into 
the  capital  of  the  new  and  thus  rendered  unavailable  for 
dividend  purposes. ^^  In  such  transactions  it  could  be  said 
that  the  value  of  the  whole  of  the  assets  of  the  old  cor- 
porations, including  those  represented  by  surplus,  was 
the  consideration  of  the  no  par  shares  of  the  new  company 
and  therefore  its  capital. 

To  avoid  the  freezing  of  surplus  as  a  consequence  of 
what  Mr.  Berle  has  termed  "  the  acquisitive  power  of 
true  no  par  shares  with  respect  to  capital,"  lawyers  had 
been  forced  to  adopt  the  expedient  of  forming  the  new 
corporation  with  par  value  shares.  These  shares  were  then 
allotted  to  the  old  company  in  an  amount  equal  only  to 
the  capital  stock  of  the  old  concern.  The  par  value  shares 

^^  Ohio  State  Bar  Association,  Report  of  Committees  Respecting  Revision 
of  Ohio  Corporation  Law  and  Drafts  of  General  Corporation  Act  and 
foreign  Corporation  Act,  Fifth  Draft,  1926,  p.  91. 

^^  Adolf  A.  Berle,  Jr.,  '"  Problems  of  Non-Par  Stock,"  Columbia  Law 
Review,  XXV,  43-63. 
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were  then  returned  and  exchanged  for  new  no  par  shares. 
The  surplus  was  kept  intact  for  the  new  corporation.^^ 

In  order  to  secure  the  advantages  of  a  paid-in  surplus 
available  for  dividends,  the  organizers  of  certain  Dela- 
ware corporations  had  assumed  by  agreement  in  the  cer- 
tificate of  incorporation  the  power  to  allocate  the  con- 
sideration received  for  no  par  stock  under  the  authority 
of  the  section  of  the  Delaware  law  which  permits  the 
inclusion  of  special  provisions  in  charters.  An  example 
of  such  a  charter  clause  is  that  contained  in  the  certificate 
of  the  Container  Corporation  of  America,  organized  June 
18,  1926,  which  provided  that: 

At  the  time  of  issuance  of  no  par  shares,  the  Directors  may 
authorize  the  acceptance  of  additional  monies  or  other  property  to 
be  taken  and  held  by  it  as  reserve  or  surplus,  or  may  at  such  time 
authorize  the  carr}'ing  by  the  Corporation  to  reserve  or  surplus  of 
any  part  of  the  consideration  for  which  such  shares  are  issued,  and 
in  any  such  case  the  amount  which  shall  be  carried  on  the  books 
of  the  Corporation  as  capital  in  respect  of  shares  so  issued  shall 
not  include  the  amount  of  such  additional  monies  or  of  the  por- 
tion of  consideration  so  carried  to  reserve  or  surplus.  Any  losses 
at  any  time  incurred  by  the  Corporation,  as  well  as  dividends  or 
other  distribution  on  stock,  may  be  charged  against  any  reserve  or 
surplus  so  established ;  and  such  reserve  or  surplus  may  be  reduced 
from  time  to  time  by  the  Directors  for  any  of  the  purposes  above 
specified  or  by  transfer  therefrom  to  capital  account. ^3 

At  the  same  time  that  the  W/Uenberg  case  was  before 
the  Supreme  Court  of  the  state,  the  Delaware  legislature 
was  in  session.  The  discussion  of  the  statute  in  these  cases 

"  National  Conference  of  Commissioners  on  Uniform  State  Laws,  Uni- 
form Business  Corporation  Act,  1928,  p.  48.  (Explanatory  note  on  section 
23,  Paid-in  Surplus.). 

'*  Container  Corporation  of  America,  Certificate  of  Incorporation,  dated 
June  18,  1926.  The  certificates  of  the  Liquid  Carbonic  Corporation,  dated 
July  23,  1926,  and  of  the  Remington  Rand,  Inc.,  dated  March  7,  1927, 
also  contain  clauses  authorizing  the  directors  to  allocate  stock  consideration 
between  capital  and  surplus. 
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pointed  the  way  for  the  amendments  necessary  to  secure 
the  advantages  in  dividend  payments  prohibited  under  the 
law  as  it  was  at  that  time.  The  Supreme  Court,  after 
refusing  to  recognize  the  appHcability  of  the  doctrine 
that  wasting-asset  corporations  might  determine  net  profits 
without  reference  to  depletion,  closed  the  decision  with 
the  following  statement: 

Whether  corporations  engaged  in  the  exploitation  of  wasting 
assets  shall  be  excepted  from  the  operation  of  our  law  is  a  question 
for  the  Legislature  of  the  state  to  decide.  It  may  be  fortunate 
that  the  Legislature  is  now  in  session.^* 

Following  the  suggestion  of  the  Supreme  Court,  the 
legislature  in  1927  completely  revised  the  sections  of  the 
statute  which  regulated  dividends.  By  the  revision  three 
distinct  sources  were  provided:  annual  profits,  accumu- 
lated profits,  and  paid-in  surplus.  The  restrictions  in  the 
old  section  35,  limiting  the  source  of  dividends  to  surplus 
or  net  profits,  were  eliminated  and  that  section  left  to 
regulate  the  medium  in  which  dividends  might  be  paid.^^ 
Section  34  was  revised  to  permit  the  directors  of  a  cor- 
poration to  declare  and  pay  dividends  "  either  out  of  its 
annual  net  profits  or  out  of  its  net  assets  in  excess  of  its 
capital  as  determined  pursuant  to  the  provisions  of  section 
14  "  26  Wasting-asset  corporations  were  authorized  to  com- 
pute net  profits  for  dividend  purposes  without  taking 
depletion  into  consideration.  A  limitation  upon  the  pay- 
ment of  dividends  from  annual  profits  was  imposed  if  the 
capital  of  the  corporation  had  been  diminished  by  depre- 
ciation in  value  to  an  amount  less  than  the  amount  to 

^*  Federal  Mining  and  Smelting  Co.  v.  Wittenberg,  15  Del.  Ch.  409, 
138  A.  347  (1927),  55  A.  L.  R.  1. 

^''Rev.  Code,  1915,  sec.  1949-35,  as  amended,  35  Del.  Laws,  1927, 
ch.  85,sec.  17. 

^"Rev.  Code,  1915,  sec.  1948-34,  as  amended,  35  Del.  Laws,  1927, 
ch.  85,  sec.  16. 
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which  stock  with  a  preference  upon  the  distribution  of 
assets  would  be  entitled  upon  such  distribution.  In  1929 
section  34  was  again  amended  to  extend  the  power  to 
pay  dividends  from  "  the  net  profits  for  the  fiscal  year 
then  current  and/or  the  preceding  fiscal  year."  ^^  The 
full  provisions  of  section  34,  as  amended  in  1929,  which 
have  governed  the  power  of  corporations  to  pay  divi- 
dends since  that  year  are  as  follows: 

The  directors  of  every  corporation  created  under  this  Chapter, 
subject  to  any  restrictions  contained  in  its  Certificate  of  Incorpora- 
tion, shall  have  power  to  declare  and  pay  dividends  upon  shares  of 
its  capital  stock  either  (a)  out  of  its  net  assets  in  excess  of  its 
capital  as  computed  in  accordance  with  the  provisions  of  Sections 
14,  26,  27,  and  28  of  this  Chapter,  or  (b)  in  case  there  shall  be 
no  such  excess,  out  of  its  net  profits  for  the  fiscal  year  then  current 
and/or  preceding  fiscal  year ;  provided,  however,  that  if  the  capital 
of  the  corporation  computed  as  aforesaid  shall  have  been  dimin- 
ished by  depreciation  in  the  value  of  its  property,  or  by  losses,  or 
otherwise,  to  an  amount  less  than  the  aggregate  amount  of  the 
capital  represented  by  the  issued  and  outstanding  stock  of  all 
classes  having  preference  upon  the  distribution  of  assets,  the  direc- 
tors of  such  corporation  shall  not  declare  and  pay  out  of  such  net 
profits  any  dividends  upon  any  shares  of  any  class  of  its  capital 
stock  until  the  deficiency  in  the  amount  of  the  capital  represented 
by  the  issued  and  outstanding  stock  of  all  classes  having  a  prefer- 
ence upon  the  distribution  of  assets  shall  have  been  repaired. 
Subject  to  any  restrictions  contained  in  its  Certificate  of  Incorpora- 
tion, the  directors  of  any  corporation  engaged  in  the  exploitation 
of  wasting  assets  may  determine  the  annual  net  profits  derived 
from  the  exploitation  of  such  wasting  assets  without  taking  into 
consideration  the  depletion  of  such  assets  resulting  from  lapse  of 
time  or  from  necessary  consumption  of  such  assets  incidental  to 
their  exploitation.^^ 

"  36  Del.  Laws,  1929,  ch.  135,  sec.  16. 

"Rev.  Code,  1915,  sec.  1948-34,  as  amended  36  Del.  Laws,  1929, 
ch.  135,  sec.  16.  Sections  14,  26,  27,  and  28  of  the  General  Corporation 
Act  regulate  the  Issuance  of  Stock,  the  Certificate  of  Incorporation  and 
its  Amendment,  the  Retirement  of  Preferred  Stock,  and  the  Reduction  of 
Capital  respectively. 
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In  order  to  make  provision  for  the  creation  of  a  paid- 
in  surplus  in  connection  with  the  issue  of  either  par  value 
or  no  par  value  stock,  the  amendments  of  1927  added  a 
clause  to  section  14  governing  the  issue  of  stock  which 
authorized  the  directors  of  a  corporation  to  determine 
that  only  part  of  the  consideration  received  for  any  of 
the  shares  of  capital  stock  should  be  capital.  The  excess 
of  the  total  assets  beyond  the  amount  so  determined  to 
be  capital  was  defined  by  the  statute  as  surplus  ^^  and 
might,  therefore,  include  a  paid-in  surplus  which  would  be 
available  for  dividends  under  alternative  (a)  of  section 
34.  The  1927  amendment  also  authorized  directors  to 
increase  "  capital "  by  directing  a  transfer  of  a  portion 
of  the  net  assets  in  excess  of  capital  to  the  capital  account. 
In  1929  the  section  was  again  amended,  authorizing  the 
directors  to  treat  the  portion  of  the  net  assets  transferred 
"  as  capital  in  respect  of  any  shares  of  the  corporation  of 
any  designated  class  or  classes."  ^°  The  portion  of  section 
14  providing  for  the  creation  of  a  paid-in  surplus  and  for  a 
statutory  definition  of  capital  as  amended  in  1929  was 
as  follows: 

Any  corporation  may  by  resolution  of  its  Board  of  Directors 
determine  that  only  a  part  of  the  consideration  which  shall  be 
received  by  the  corporation  for  any  of  the  shares  of  its  capital 
stock  which  it  shall  issue  from  time  to  time  shall  be  capital ;  pro- 
vided, however,  that,  in  case  any  of  the  shares  issued  shall  be 
shares  having  a  par  value,  the  amount  of  the  part  of  such  con- 
sideration so  determined  to  be  capital  shall  be  in  excess  of  the 
aggregate  par  value  of  the  shares  issued  for  such  consideration 
having  a  par  value,  unless  all  the  shares  issued  shall  be  shares 
having  a  par  value,  in  which  case  the  amount  of  the  part  of  such 
consideration  so  determined  to  be  capital  need  be  only  equal  to 
the  aggregate  par  value  of  such  shares.  In  each  case  the  Board  of 
Directors  shall  specify  in  dollars  the  part  of  such  consideration 

'''  35  Del.  Laws,  1927,  ch.  85,  sec.  8. 
*°  36  Del.  Laws,  1929,  ch.  135,  sec.  6. 
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which  shall  be  capital.  If  the  Board  of  Directors  shall  not  have 
determined  (a)  at  the  time  of  issue  of  any  shares  of  the  capital 
stock  of  the  corporation  issued  for  cash,  or  (b)  within  sixty  days 
after  the  issue  of  any  shares  of  the  capital  stock  of  the  corporation 
issued  for  property  other  than  cash  what  part  of  the  consideration 
for  such  shares  shall  be  capital,  the  capital  of  the  corporation  in 
respect  of  such  shares  shall  be  an  amount  equal  to  the  aggregate 
par  value  of  such  shares  having  a  par  value,  plus  the  amount  of 
the  consideration  for  such  shares  without  par  value.  The  capital 
of  the  corporation  may  be  increased  from  time  to  time  by  resolu- 
tion of  the  Board  of  Directors  directing  that  a  portion  of  the  net 
assets  of  the  corporation  in  excess  of  the  amount  so  determined 
to  be  capital  be  transferred  to  capital  account.  The  Board  of 
Directors  may  direct  that  a  portion  of  the  excess  net  assets  so 
transferred  shall  be  treated  as  capital  in  respect  of  any  shares  of 
the  corporation  of  any  designated  class  or  classes.  The  excess,  if 
any,  at  any  given  time,  of  the  total  net  assets  of  the  corporation 
over  the  amount  so  determined  to  be  capital  shall  be  surplus. ^^ 

With  the  enactment  of  the  legislation  authorizing  three 
distinct  sources  from  which  dividends  might  be  paid  the 
laws  of  Delaware  afforded  corporations  greater  latitude 
and  certainty  in  the  payment  of  dividends  than  those  of 
any  other  state  at  that  time.  Prior  to  1927,  the  principle 
that  dividends  might  be  paid  out  of  current  earnings  had 
not  received  recognition  in  American  corporation  law 
except  with  reference  to  wasting-asset  corporations.  The 
corporation  law  of  Ohio  was  also  revised  in  1927,  and 
the  attitude  of  the  framers  of  this  statute  was  evidently 
in  accord  with  the  traditional  American  rule  rather  than 
with  the  novelty  introduced  by  the  Delaware  lawmakers 
as  to  the  propriety  of  granting  such  authority  to  cor- 
porations in  the  payment  of  dividends.  In  the  opinion 
of  the  Ohio  committee  in  charge  of  the  revision  the  sound 
view  was  that  dividends  might  not  be  paid  when  capital 

"Rev.  Code,  1915,  sec.  1928-14,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  6. 
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was  impaired  and  that  before  dividends  were  paid  capital 
impairment  should  be  made  good,  whether  it  occurred  in 
the  current  accounting  period  or  in  some  prior  period. ^^ 

In  England  the  principle  of  dividend  payments  from 
current  earnings  had  received  recognition  where  the  im- 
pairment was  with  respect  to  fixed  capital.  There  the  dis- 
tinction between  fixed  and  floating  capital  was  regarded 
as  finding  its  way  into  the  reports  from  the  decision  of 
1889  in  Lee  v.  Neuchatel  Asp  halt  e  Company,  Ltd.,^^  a 
case  involving  a  wasting-asset  corporation.^* 

Certain  American  writers  in  accounting  concede  that 
circumstances  may  sometimes  justify  such  payments, 
although  they  consider  the  policy  less  easy  to  defend  when 
applied  to  ordinary  business  corporations  than  to  wasting- 
asset  corporations  because  of  the  differences  in  nature  and 
purposes  of  the  two  classes  of  corporations.^^  According 
to  Henry  Hatfield,  the  proper  criticism  is  not  that  divi- 
dends are  being  paid  while  the  capital  is  impaired  but 
rather  that  the  capital  stock  has  not  been  reduced  to 
correspond  with  the  remaining  assets  before  dividends  are 
paid,  and  that  to  permit  such  dividends  would  seem  to 
render  ineffective  the  provisions  regulating  the  reduction 
of  capital.  Where  the  capital  impairment  is  large,  as  in 
the  case  of  the  American  Agricultural  Chemical  Company 
cited  above,  the  only  solution  might  lie  in  a  reorganization 
and  reduction  of  capital  despite  this  new  authority  in  the 
payment  of  dividends. 

Up  to  the  present  time  few  of  the  states  have  followed 
the  lead  of  Delaware  in  adopting  current  earnings  despite 

^^  Ohio  State  Bar  Association,  Working  Notes  of  Special  Committee  to 
Draft  a  Revision  of  Ohio  Corporation  Laws,  Third  Draft,  1926,  p.  38. 

""  Lee  V.  Neuchatel  Asp  hake  Company,  Ltd.,  L.  R.  41  Ch.  Div.  1. 

'*  See  Annotation,  Federal  Mining  and  Smelting  Company  v.  Witten- 
berg, 55  A.  L.  R.   1. 

*^  See  Roy  B.  Kester,  Accounting  Theory  and  Practice  (3d  rev.  ed.), 
II,  612;  Henry  R.  Hatfield,  Accounting,  Its  Principles  and  Problems, 
p.  271. 
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capital  impairment  as  a  source  of  dividend  payments. 
The  statutes  of  eleven  states,  including  Delaware,  now 
permit  wasting-asset  corporations  to  determine  profits 
without  reference  to  depletion;  but  only  two  other  states, 
California  and  Minnesota,  authorize  ordinary  business 
corporations  to  pay  dividends  out  of  current  earnings 
despite  capital  impairment.^®  In  California,  the  authority 
granted  corporations  has  gone  beyond  that  of  Delaware. 
The  Delaware  amendment  prohibits  the  payment  of  divi- 
dends on  any  shares  when  the  value  of  the  assets  has 
depreciated  to  an  amount  less  than  the  capital  repre- 
sented by  stock  preferred  as  to  the  distribution  of  assets. 
Because  of  this  provision,  the  United  Corporation,  a 
Delaware  company,  was  forced  to  pass  the  dividend  on  the 
$3.00  preference  stock  due  April  1,  1935.  The  dividend 
had  been  earned  but  the  asset  value  per  share  had  fallen 
to  $45.00  against  a  stated  value  of  $50.00."  The  Cali- 
fornia statute,  in  contrast,  permits  the  continuance  of  divi- 
dends on  stock  with  a  preference  in  liquidation  even 
though  capital  be  depreciated  below  the  capital  attributed 
to  such  stock;  the  statute,  however,  prohibits  dividends  on 
all  other  classes  of  stock.^® 

The  principle  of  the  availability  of  paid-in  surplus  for 
dividend  payments  has  received  more  general  approval. 
With  respect  to  this  source  the  Ohio  committee  cited 
above  was  of  the  opinion  that  there  were  many  sound 
reasons  which  supported  the  creation  of  a  paid-in  surplus 
and  none  against  its  distribution  as  dividends  except  that 
stockholders  might  be  led  to  believe  that  they  were  re- 
ceiving actual  profits  when,  in  fact,  they  were  receiving 
the  money  they  had  contributed.'^    Adolf  A.  Berle,  Jr. 

*"  Corporation  Manual,  36th  ed. 

"  Netv  York  Times,  March  11,  1935,  p.  25. 

"Calif.  Civil  Code,  sec.  346,  as  amended  Laws,  1933,  ch.  533,  sec.  49. 

"*  Ohio  State  Bar  Association,  Report  of  Committees  Respecting  Revision 
of  Ohio  Corporation  Law  and  Drafts  of  General  Corporation  and  Foreign 
Corporation  Act,  Fifth  Draft,  1926,  p.  92. 
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has  pointed  to  another  danger  involved  in  the  Delaware 
amendment  which  authorizes  the  directors  to  allocate  the 
consideration  received  for  stock  between  capital  and  sur- 
plus: the  possibility  that  where  a  corporation  has  several 
classes  of  stock  the  part  of  the  consideration  paid  in  as 
surplus  on  one  class  of  stock  might  become  available  for 
dividends  on  a  junior  issue.*^  There  might  be  a  suit  for 
recession  by  the  purchasers  of  the  stock.  Up  to  the  present 
time  no  cases  have  arisen  in  Delaware  involving  this  point. 

In  1927  two  other  states,  Ohio  and  Wisconsin,  adopted 
legislation  authorizing  a  paid-in  surplus  available  for 
dividends.  Since  that  time  twenty-three  states  in  all  have 
passed  legislation  specifically  authorizing  a  paid-in  sur- 
plus.*^ In  certain  of  the  later  laws  the  availability  of  a 
paid-in  surplus  has  been  limited  to  dividends  on  preferred 
stock.*^  and  the  law  requires  notice  to  be  given  as  to  the 
source  of  such  payments.*^  In  Kentucky  the  legality  of  the 
creation  of  a  paid-in  surplus  has  been  upheld  in  the 
absence  of  a  statute.^* 

The  third  source  of  dividend  payments  provided  under 
the  amendments  of  1927  was  accumulated  profits  to  be 
determined  from  the  balance  sheet  by  a  comparison  of  the 
assets  of  the  corporation  with  its  liabilities  and  stated 
capital.  This,  in  reality,  is  a  more  careful  statement  of  the 
older  rule  of  "  surplus  net  profits  "  under  which  the  fund 

*°  Adolf  A.  Berle,  Jr.,  "  Investors  and  the  Revised  Delaware  Corporation 
Act,"  Columbia  Law  Revieiv,  XXIX,  563-581. 

*^  The  following  states  authorize  the  creation  of  a  paid-in  surplus:  Ark., 
Calif.,  Colo.,  Del.,  Fla.,  Idaho,  111.,  Ind.,  La.,  Me.,  Md.,  Mich.,  Minn., 
Nev.,  N.  J.,  N.  Mex.,  N.  Y.,  Ohio,  Pa.,  R.  I.,  Va.,  Wash.,  Wise.  Cor- 
poration Manual,  36th  ed. 

*^  The  laws  of  Calif.,  Mich.,  Minn.,  and  Pa.  restrict  dividends  from 
paid-in  surplus  to  preferred  stock.    Ibid. 

**  Notice  of  the  source  of  dividends  when  paid  from  a  paid-in  surplus 
is  required  in  the  statutes  of  Calif.,  111.,  Mich,,  Minn.,  Ohio,  Pa,,  Va. 
Ibid. 

** Lewes  v.  Oscar  C.  Wright  Co.,  29  S.  W.  (2d)  566  (Ky.  Ct.  of 
App.,  1930). 
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for  dividends  would  be  determined  in  the  same  way.  The 
criticism  which  is  to  be  made  of  this  method  of  deter- 
mining the  dividend  fund,  however,  cannot  be  confined  to 
the  Delaware  law.  In  the  majority  of  the  states  the  laws 
permit  the  payment  of  dividends  either  from  the  excess 
of  assets  over  liabilities  and  capital,  or  from  surplus  or 
net  profits  provided  such  payment  would  not  render  the 
company  insolvent  or  impair  its  capital  stock.  The  pro- 
priety of  any  dividend  payment  under  statutes  of  this 
type  depends  upon  the  proper  valuation  of  the  assets  on 
the  balance  sheet. 

The  restrictions  imposed  by  the  more  recent  statutes, 
which  have  continued  the  balance  sheet  method  of  deter- 
mining the  dividend  fund,  indicate  the  attempt  of  law- 
makers to  prohibit  unsound  accounting  methods  which  had 
heretofore  been  restricted  by  court  decision  rather  than  by 
statute.  An  example  of  the  newer  laws  of  this  type  is  the 
Business  Corporation  Law  of  Pennsylvania,  enacted  in 
1933."*^  This  statute  first  requires  that  unrealized  appre- 
ciation written  into  the  value  of  the  fixed  assets  be 
deducted  from  the  excess  of  assets  available  for  dividends 
when  they  are  to  be  paid  in  cash  or  property.  Allowances 
for  depreciation,  depletion,  and  losses  of  every  character 
are  to  be  made  in  computing  the  aggregate  assets.  De- 
ferred assets  and  prepaid  expenses  are  required  to  be 
written  off  annually.  Finally,  no  cash  dividends  may  be 
paid  from  the  following:  any  profit  on  treasury  shares 
before  their  resale;  any  unrealized  profits  due  to  increase 
in  the  valuation  of  inventories  before  sale;  the  unaccrued 
portion  of  unrealized  profits  on  notes,  bonds  or  obli- 
gations for  the  payment  of  money  purchased  at  a  dis- 
count; and  the  unaccrued  or  unearned  portion  of  any 
unrealized  profit  in  any  form  whatever,  whether  in  notes, 

"Pa  Laws,  1933,  Act  No.  103,  Business  Corporation  Law  of  1933, 
sec.  701. 
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bonds,  obligations  for  payment  of  money,  installment 
sales,  credits  or  otherwise. 

In  Delaware  the  restrictions  of  the  kind  imposed  by 
Pennsylvania  have  not  been  adopted.  As  in  the  case  of 
the  valuation  of  the  consideration  for  stock  issued,  reliance 
for  the  preservation  of  sound  accounting  methods  is 
placed  in  the  courts.  The  dividend  cases  which  have  been 
decided  under  the  Delaware  law  indicate  the  assumption 
of  this  responsibility  by  the  courts.  A  recent  decision  in- 
volving the  dividend  law  was  rendered  in  March,  1935.^® 
The  case  involved  the  validity  of  a  dividend  payment  in 
order  to  determine  whether  the  voting  control  of  a  cor- 
poration should  pass  to  the  preferred  stockholders  under 
a  charter  clause  providing  for  the  passage  of  the  control 
upon  the  omission  of  two  consecutive  dividend  payments. 
The  company  was  organized  to  carry  on  a  loan  and 
investment  business  and  the  assets  were  valued  at  cost  by 
the  directors  for  the  determination  of  the  excess  of  assets 
over  liabilities  and  capital.  The  Chancellor  held  that  the 
assets  in  the  form  of  loans  and  investments  which  consti- 
tuted the  business  turn-over  of  the  corporation  should  be 
regarded  as  having  suffered  a  shrinkage  below  cost  for 
the  purpose  of  determining  whether  there  was  a  surplus  of 
assets  over  liabilities  for  dividends.  If  worthless  bills  and 
accounts  receivable  were  to  be  entirely  written  off  for  this 
purpose  so  were  assets  of  the  general  type  which  were  only 
partially  bad.  It  was  a  question  of  degree  only.  Further- 
more, according  to  the  Chancellor,  the  corporation  law 
as  amended  in  1927  expressly  provided  that  no  dividend 
should  be  declared  out  of  the  current  profits  of  the  com- 
pany if  the  capital  "  shall  have  been  diminished  by  depre- 
ciation in  the  value  of  its  property,  or  by  losses  or  other- 
wise to  an  amount "  less  than  the  outstanding  stock  of  all 
classes  having  a  preference  upon  the  distribution  of  assets. 

*°  Vogtman  v.  Merchants  Mortgage  and  Credit  Co.,  20  Del.  Ch.  364, 
178  A.  99  (1935). 
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The  difficulty  in  this  practice  of  giving  unrestricted  au- 
thority in  the  statute  and  depending  upon  the  courts  to 
enforce  whatever  checks  may  be  necessary  was  pointed  out 
in  the  preceding  chapter.  Corporations  may  pursue  prac- 
tices of  questionable  legality  with  the  expectation  that 
they  will  never  be  challenged,  and  in  any  event,  if  they 
should  be  challenged,  the  damage  resulting  from  the 
illegal  act  has  already  been  incurred. 

With  respect  to  dividend  payments,  as  well  as  to  the 
issue  of  stock,  the  United  States  Securities  Act  imposes  re- 
strictions necessary  to  preserve  sound  accounting  methods, 
which  the  Delaware  lawmakers  have  not  seen  fit  to  include 
in  the  statute.  The  United  States  Securities  and  Exchange 
Commission  has  had  occasion  to  review  the  dividend 
practices  of  at  least  one  Deleware  company.  General  In- 
come Shares,  Inc.^^  In  this  case  the  Commission  found  that 
the  transfer  of  $3,500  to  earned  surplus  from  the  donation 
of  a  $5,000  mortgage  for  the  purpose  of  showing  a  profit 
and  an  ability  to  pay  dividends  constituted  an  untrue 
statement  of  material  facts.  According  to  the  Commission, 
the  earned  surplus  should  not  have  been  affected  at  all. 
The  statement  that  the  Commission  deemed  it  very  im- 
portant that  the  earnings  and  earned  surplus  should  not 
be  misrepresented  is  indicative  of  the  future  policy  of  the 
Commission  with  respect  to  the  state  corporation  laws 
governing  the  payment  of  dividends. 

*' U.  S.  Securities  and  Exchange  Commission,  Securities  Act  of  1933, 
Release  No.  335,  April  8,  1935,  in  re  General  Income  Shares,  Inc., 
Registration  Statement  2-823. 
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The  Exercise  of  Corporate  Powers 

The  last  of  the  provisions  of  the  Delaware  corporation 
law  to  be  discussed  are  those  which  pertain  to  the  exercise 
of  the  corporate  powers.  The  scheme  of  management  of 
corporations  outlined  by  the  statute  provided  two  agencies 
for  the  exercise  of  corporate  powers,  the  directors  and  the 
stockholders  acting  as  a  body.  In  addition  to  the  dele- 
gation to  the  directors  of  general  authority  for  the  admin- 
istration of  the  business  of  a  corporation,  the  statute  also 
specifically  provided  for  the  exercise  by  the  directors  of 
certain  other  powers.  The  important  tendency  to  be  noted 
with  respect  to  the  latter  is  the  extent  to  which  the  exer- 
cise of  some  of  the  extraordinary  or  constituent  powers 
which  had  heretofore  been  reserved  to  the  stockholders 
by  the  creating  statutes  has  been  delegated  to  the  board  of 
directors. 

The  powers  which  have  been  specifically  entrusted  to  the 
directors  by  the  statute  may  be  classified  into  two  groups — 
those  in  which  the  delegation  is  absolute  and  those  in 
which  the  delegation  is  permissive,  exercisable  if  the  power 
is  included  by  agreement  in  the  certificate  of  incorporation. 
The  authority  of  the  directors  to  fix  the  consideration  for 
which  no  par  stock  may  be  issued  is  an  example  of  a  power 
which  was  first  permissible  but  which  has  now  become 
absolute  in  corporations  hereafter  organized  under  the 
statute.  With  respect  to  the  agency  for  the  fixing  of  the 
price  for  no  par  stock  the  amendment  of  1917,  which  first 
authorized  such  stock,  allowed  for  two  alternatives.^ 
According  to  the  amendment,  no  par  stock  might  be  issued 
for  such  consideration  as  might  be  "  fixed  from  time  to 
time  by  the  Board  of  Directors  thereof,  pursuant  to  author- 

'Rev.  Code,  1915,  sec.  1918a-4a,  29  Del.  Laws,  1917,  ch.  113,  sec.  3. 
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ity  conferred  in  the  certificate  of  incorporation,  or  if  such 
certificate  shall  not  so  provide,  then  by  the  consent  of 
the  holders  of  two-thirds  of  each  class  of  stock  tlien  out- 
standing and  entitled  to  vote.  ..."  In  1925  it  was  declared 
that  such  powers  might  be  conferred  upon  the  directors 
by  an  amendment  to  the  certificate  as  well  as  in  the 
original  certificate  of  incorporation.^ 

By  amendment  in  1929  Delaware  corporations  were 
divided  into  two  classes  with  reference  to  the  agency  for 
the  fixing  of  the  price  of  no  par  stock.^  As  to  corporations 
organized  prior  to  April  1,  1929,  the  provisions  of  the  act 
as  amended  in  1927  prevail.  New  regulations  were 
adopted  for  corporations  organized  after  April  1,  1929, 
which  made  the  power  of  directors  absolute  in  fixing  the 
consideration  for  no  par  stock.  This  amendment  provided 
that  no  par  stock  may  be  issued  "  for  such  consideration 
as  may  be  fixed  from  time  to  time  by  the  Board  of  Direc- 
tors thereof  unless  in  the  Certificate  of  Incorporation  the 
power  to  fix  such  consideration  shall  have  been  reserved 
to  the  stockholders.  ..."  In  the  latter  alternative  the  power 
shall  be  exercised  by  a  vote  of  two-thirds  of  the  stock- 
holders. Whether  or  not  such  powers  are  reserved  to  the 
shareholders,  the  directors  have  complete  authority  to  fix 
the  consideration  for  the  first  issue  provided  it  does  not 
exceed  ten  per  cent  of  the  total  authorized  capital  stock. 

Another  set  of  powers  which  may  be  exercised  by 
directors  without  the  necessity  of  reservation  in  the  cer- 
tificate are  those  relating  to  the  management  of  the  sur- 
plus funds  of  the  corporation  in  excess  of  its  legal  capital. 
As  has  been  indicated  in  the  preceding  chapter,  an  amend- 
ment in  1901  had  authorized  the  directors  to  declare  divi- 
dends of  the  whole  of  its  accumulated  profits  in  excess 

*Rev.  Code,  1915,  sec.  1918a-4a,  as  amended,  34  Del.  Laws,  1925, 
ch.  112,  sec.  3. 

'Rev.  Code,  1915,  sec.  1928-14,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  6. 
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of  any  amount  over  and  above  its  capital  stock  paid  in, 
while  the  amount  of  reserves  was  to  be  determined  either 
by  the  stockholders  or  by  the  directors  if  so  authorized  in 
either  the  certificate  of  incorporation  or  the  by-laws.*  The 
time  and  manner  of  payment  were  left  to  the  discretion  of 
directors  subject  to  the  restriction  that  the  dividends  were 
to  be  paid  in  cash,  capital  stock  or,  by  amendment  in  1927, 
in  property.^  In  authorizing  a  corporation  to  purchase 
shares  of  its  own  stock,  except  where  an  impairment  of 
capital  would  result,  no  agency  for  the  exercise  of  the 
power  was  specified.®  The  directors,  therefore,  presumably 
have  complete  discretion  in  the  utilization  of  surplus 
funds  for  this  last  named  purpose,  subject  to  the  further 
restriction  that  purchased  shares  shall  not  be  voted  on 
directly  or  indirectly. 

Under  the  amendments  of  1927,  the  power  of  the  di- 
rectors with  reference  to  the  surplus  funds  of  a  corporation 
was  increased  by  the  provisions  making  possible  the  cre- 
ation of  a  paid-in  surplus.^  The  allocation  of  stock  con- 
sideration between  capital  and  surplus  by  which  the  di- 
rectors determine  the  amount  of  legal  capital,  the  transfers 
of  surplus  to  capital  account,  and,  by  the  amendment  of 
1929,^  the  treatment  of  such  transfer  as  capital  in  respect 
to  any  shares  of  any  designated  class  or  classes  are  all 
accomplished  by  resolution  of  the  board  of  directors. 

The  specification  of  the  terms  and  conditions  of  the 
instruments  by  which  the  capital  of  corporations  is  to  be 
raised  is  an  example  of  another  power  which  may  now  be 
placed  in  the  hands  of  directors  of  Delaware  corporations. 

*  22  Del.  Laws,  1901,  ch.  166,  sec.  1,  Rev.  Code,  1915,  sec.  1948-34. 

''Rev.  Code,  1915,  sec.  1949-35,  as  amended,  35  DeL  Laws,  1927, 
ch.  85,  sec.  17. 

"21  Del.  Laws,  1899,  ch.  273,  sec.  24,  Rev.  Code,  1915,  sec.  1933-19, 
as  amended,  36  Del.  Laws,  1929,  ch.  135,  sec.  10. 

'Rev.  Code,  1915,  sec.  1928-14,  as  amended,  35  Del.  Laws,  1927, 
ch.  85,  sec.  8. 

^Rev.  Code,  1915,  sec.  1928-14,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  6. 
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In  the  Act  of  1899  corporations  were  authorized  to  create 
two  or  more  classes  of  stock  with  the  designations,  pref- 
erences and  voting  powers,  or  restrictions  or  qualifications 
to  be  stated  in  the  certificate  of  incorporation.^  The  1899 
statute  further  stated  that  "  unless  its  original  certificate  of 
incorporation  shall  otherwise  provide,  no  corporation  shall 
create  preferred  stock  except  by  authority  given  to  the 
board  of  directors  by  a  vote  of  at  least  two-thirds  of 
the  stock  voted  at  a  meeting  of  the  common  stockholders 
duly  called  for  that  purpose."  In  1917  the  section  was 
amended  to  remove  the  restrictions  which  limited  the 
amount  of  preferred  stock  to  tw^o-thirds  of  the  actual 
capital  paid  in  and  the  maximum  dividends  to  eight  per 
cent.^°  The  agency  for  the  determination  of  the  charac- 
teristics of  the  classes  of  stock,  however,  remained  un- 
changed until  1927.  An  alternative  was  then  afforded  for 
the  definition  of  the  characteristics  of  the  classes  of  stock 
authorized  by  the  certificate  through  enacting  that  they 
might  be  determined  by  "  resolution  for  the  issue  of  such 
stock  adopted  by  the  Board  of  Directors  pursuant  to  au- 
thority expressly  vested  in  it  by  the  provisions  of  the 
certificate  of  incorporation."  ^^ 

Under  this  amendment  all  the  terms  and  conditions 
governing  preferred  stock  may  be  fixed  in  the  certificate, 
or  part  may  be  fixed  and  the  remaining  terms  left  to  the 
discretion  of  the  directors  by  suitable  provision  in  the 
certificate  of  incorporation.  The  charter  of  Standard 
Brands,  Inc.,  organized  in  1929,  is  an  example  in  which 
part  of  the  terms  of  the  preferred  stock  contract  is  left 
to  the  discretion  of  the  directors.^^    The  directors  were 

^  21  Del.  Laws,  1899,  ch.  273,  sec.  137. 

^"Rev.  Code,  1915,  sec.  1927-13,  as  amended,  29  Del.  Laws,  1917, 
ch.  113,  sec.  7. 

"Rev.  Code,  1915,  sec.  1927-13,  as  amended,  35  Del.  Laws,  1927, 
ch.  85,  sec.  7. 

^'  Standard  Brands,  Inc.,  Certificate  of  Incorporation,  as  amended 
August  14,  1929,  on  file  at  the  office  of  the  secretary  of  state,  Dover,  Del. 
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authorized  to  fix  the  following  terms  for  each  of  the 
various  series  of  preferred  stock  out  of  the  total  1,000,000 
shares  authorized:  the  rate  of  dividends,  the  amount  pay- 
able upon  liquidation  (if  the  shares  of  the  series  are  to  be 
redeemable),  the  redemption  price,  the  dividend  dates, 
provision  for  a  sinking  fund  to  purchase  or  redeem  the 
shares  payable  in  priority  of  dividends  on  common  stock, 
and  any  conversion  feature  together  with  the  conversion 
price  or  rate  of  exchange.  According  to  the  provisions  of 
the  certificate,  the  following  terms  apply  to  all  preferred 
stock  irrespective  of  variation  in  the  different  series — 
cumulative  dividends  at  the  rate  fixed  by  the  directors 
but  no  further  participation,  priority  of  payment  before 
distribution  to  common  stock  upon  dissolution  or  liquida- 
tion, and  a  voting  right  of  one  vote  per  share  at  meetings 
of  stockholders. 

In  line  with  the  policy  of  1927,  which  aimed  at  insur- 
ing the  availability  of  an  instrument  for  the  raising  of 
capital  suitable  to  meet  varying  market  conditions,  the 
power  of  directors  with  reference  to  authorized  but  un- 
issued stock  was  increased  again  in  1929.  The  directors 
were  authorized  to  reclassify  unissued  stock  under  suit- 
able provision  in  the  charter.  The  following  clause  was 
added  to  section  13  of  the  Revised  Code  as  amended  in 
1927  which  authorized  the  directors  to  determine  the 
conditions  of  the  issue  of  stocks: 

Unless  otherwise  provided  in  any  such  resolution  or  resolutions, 
the  number  of  shares  of  stock  of  any  such  class  or  series  so  set 
forth  in  such  resolution  or  resolutions  may  be  increased  or  de- 
creased (but  not  below  the  number  of  shares  thereof  then  out- 
standing) by  a  certificate  likewise  made,  signed,  filed  and  recorded 
setting  forth  a  statement  that  a  specified  increase  or  decrease 
therein  had  been  authorized  and  directed  by  a  resolution  or  resolu- 
tions likewise  adopted  by  the  Board  of  Directors ;  and  in  case  the 
number  of  such  shares  shall  be  so  decreased,  the  number  of  shares 
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so  specified  in  said  certificate  shall  resume  the  status  which  they 
had  prior  to  the  adoption  of  the  first  resolution  or  resolutions.^^ 

In  1929  Delaware  corporations  were  specifically  au- 
thorized to  create  and  issue  a  new  financial  instrument, 
options,  which  entitled  the  holders  to  purchase  from  the 
corporations  any  shares  of  its  capital  stock  of  any  class  or 
classes. ^^  As  in  the  case  of  the  agency  for  the  specifications 
of  the  terms  for  the  issue  of  capital  stock,  alternatives 
were  provided  for  the  determination  of  the  conditions  for 
the  issue  of  options.  The  directors  were  specifically  au- 
thorized to  exercise  such  powers  by  suitable  reservation 
in  the  certificate.  The  amendment  of  1929  provided  in 
part  that: 

The  terms  upon  which  the  time,  or  times,  which  may  be  limited 
or  unlimited  in  duration,  at  or  within  which,  and  the  price  or 
prices  at  which  any  such  shares  may  be  purchased  from  the  cor- 
poration upon  the  exercise  of  any  such  right  or  option  shall  be 
such  as  shall  be  fixed  and  stated  in  the  Certificate  of  Incorporation 
or  in  any  amendment  thereto,  or  in  a  resolution  or  resolutions 
adopted  by  the  Board  of  Directors  providing  for  the  creation  and 
issue  of  such  rights  or  options,  .... 

The  stockholders,  the  other  agency  for  the  exercise  of 
powers  in  the  scheme  of  management  of  corporations, 
exert  the  authority  vested  in  them  through  their  voting 
control.  With  the  widespread  distribution  of  stock  owner- 
ship, shareholders  have  shown  an  increasing  indifference 
to  the  exercise  of  their  voting  rights  except  in  periods  of 
depression.  This  has  been  the  tendency  quite  apart  from 
the  devices  which  critics  of  the  corporation  have  pointed 
to  as  disfranchising  the  stockholders,  such  as  the  proxy 
device,  non-voting  stock  (both  common  and  preferred), 

"Rev.  Code,  1915,  sec.  1927-13,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  5. 

^*  Rev.  Code,  1915,  sec.  1928-14,  as  amended,  36  Del  Laws,  1929, 
ch.  135,  sec.  6. 
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and  the  holding  company/^  An  example  of  the  difficulty 
involved  in  obtaining  sufficient  proxies  to  form  a  quorum 
at  annual  meetings  is  afforded  by  the  American  Super- 
power Corporation.  The  company,  in  its  request  for 
proxies  for  the  annual  meeting  on  April  15,  1935,  asked 
the  stockholders  to  assent  to  changes  in  the  by-laws  pro- 
viding for  a  reduction  from  a  majority  to  twenty-five  per 
cent  for  the  quorum  required  for  meetings  of  stock- 
holders/^ 

Prior  to  1929,  the  question  of  the  quorum  necessary  for 
the  transaction  of  ordinary  business  at  stockholders'  meet- 
ings was  left  to  the  agreement  in  the  certificate  of  incor- 
poration or  to  the  by-laws.  In  the  certificate  of  the  Con- 
tainer Corporation  of  America,  dated  June  18,  1926,  it 
was  provided  that  at  all  meetings  of  stockholders  (except 
where  other  provision  is  made  by  statute)  the  holders  of 
a  majority  in  number  of  the  shares  entitled  to  vote  shall 
be  present  in  person  or  proxy  to  constitute  a  quorum, 
except  at  special  preferred  stockholders'  meetings  to  elect 
directors.^^ 

In  1929  the  statute  was  amended  in  recognition  of  the 
practice  of  specifying  in  the  certificate  of  incorporation  or 
m  the  by-laws  the  quorum  necessary  for  the  transaction  of 
business  by  expressly  providing  that: 

Subject  to  the  provisions  of  this  Chapter  in  respect  to  the  vote 
that  shall  be  required  for  a  specified  action,  the  Certificate  of 
Incorporation  or  by-laws  of  any  corporation  may  specify  the 
number  of  shares  and/or  the  amount  of  other  securities  having 
voting  power  the  holders  of  which  .  .  .  shall  be  present  or 
represented  by  proxy  at  any  meeting  in  order  to  constitute  a 

"  See  William  Z.  Ripley,  Mah  Street  and  Wall  Street,  ch.  iv. 

^'^  New  York  Times,  March  31,  1935,  p.  IF.  At  the  annual  meeting, 
April  15,  1935,  the  desired  change  was  approved  by  the  stockholders. 
Ibid.,  April  17,  1935,  p.  40. 

^^  Container  Corporation  of  America,  Certificate  of  Incorporation,  dated 
June  18,  1926,  on  file  at  the  office  of  the  secretary  of  state,  Dover,  Del. 
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quorum  for,  and  the  votes  that  shall  be  necessary  for,  the  trans- 
action of  any  business.^^ 

Where  the  directors  are  authorized  by  suitable  provision 
in  the  certificate  of  incorporation  to  make,  alter  or  repeal 
by-laws/^  the  control  of  the  stockholders  is  weakened  in 
favor  of  the  directors.  But  as  in  other  instances  where 
the  directors  have  been  authorized  to  exercise  powers  here- 
tofore reserved  to  the  stockholders,  the  power  to  amend 
the  by-laws  and  thus  the  quorum  necessary  for  the  trans- 
action of  business  is  considered  to  be  desirable  for  the 
efficient  management  of  the  corporation.  By  authorizing 
directors  to  change  by-laws  the  expense  and  sometimes 
dangerous  delay  involved  in  calling  special  stockholders' 
meetings  are  avoided. 

While  the  Delaware  lawmakers  have  been  increasing 
the  powers  of  the  directors  for  meeting  the  financial  re- 
quirements of  the  corporation,  the  control  of  certain  other 
constituent  corporate  acts  has  been  left  with  the  stock- 
holders through  the  prescription  of  minimum  votes  neces- 
sary to  ratify  such  actions.  When  it  is  provided  in  the  cer- 
tificate of  incorporation  that  the  stockholders  should  fix  the 
consideration  for  no  par  stock,  the  law  requires  consent  of 
the  holders  of  two-thirds  of  the  total  number  of  shares  of 
each  class  of  stock  then  outstanding  and  entitled  to  vote. 
In  order  to  amend  the  certificate  of  incorporation,^^  to 
reduce  a  corporation's  capital,-^  and  to  ratify  a  proposal 
to  sell,  lease,  or  exchange  all  of  its  property  and  assets," 

"Rev.  Code,  1915,  sec.  1931-17,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  8. 

"  21  Del.  Laws,  1899,  ch.  273,  sec.  26,  Rev.  Code,  1915,  sec.  1926-12, 
as  amended,  37  Del.  Laws,  1931,  ch.  129,  sec.  4. 

'""Rev.  Code,  1915,  sec.  1940-26,  as  amended,  37  Del.  Laws,  1931, 
ch.  129,  sec.  8. 

"Rev.  Code,  1915,  sec.  1942-28,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  14. 

"Rev.  Code,  1915,  sec.  1978a-64a,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  19. 
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a  majority  vote  of  the  stockholders  is  required.  For  dis- 
solution "  and  for  consolidation  or  merger  ^^  with  another 
corporation,  the  statute  prescribes  a  vote  of  two-thirds  of 
the  stockholders  entitled  to  vote. 

In  the  opinion  of  critics  of  modern  developments  in  the 
law  of  corporations,  the  most  significant  effect  of  the  abso- 
lute type  of  corporate  powers  authorized  by  Delaware  and 
of  the  concentration  of  their  exercise  in  the  board  of  direc- 
tors has  been  a  separation  in  the  control  and  ownership 
of  private  property.  In  this  connection  Adolf  A.  Berle,  Jr. 
and  Gardiner  C.  Means,  in  their  study  of  the  modern  cor- 
poration, have  stressed  the  necessity  of  applying  an  under- 
lying legal  principle  to  the  effect  that  all  powers  granted  to 
corporations  or  to  the  management  are  "  exercisable  only 
for  the  ratable  benefit  of  all  the  shareholders  as  their  in- 
terest appears."  ^^  While  the  Delaware  courts  have  not 
adopted  the  doctrine  for  which  Berle  and  Means  contend, 
an  examination  of  the  decisions  affecting  Delaware  cor- 
porations indicates  that  the  courts  have  long  imposed  upon 
those  who  exercise  corporate  powers,  the  standards  re- 
quired of  a  fiduciary. 

On  the  one  hand  the  courts  will  not  interfere  in  ques- 
tions of  policy  and  business  management.  In  Davis  v. 
Louisville  Gas  and  Electric  Company,  the  Chancellor  said 
that  the  directors  were  chosen  to  pass  upon  such  questions 
and  that  their  judgment,  unless  shown  to  be  tainted  with 
fraud,  is  accepted  as  final  with  the  presumption  that  it  was 
formed  in  good  faith  and  was  designed  to  promote  the 
best  interest  of  the  corporation.^®  This  case  concerned  an 

^^Rev.  Code,  1915,  sec.  1953-39,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  17. 

^'Rev.  Code,  1915,  sec.  1973-59,  as  amended,  36  Del.  Laws,  1929, 
ch.  135,  sec.  18. 

^^  Adolf  A.  Berle,  Jr.  and  Gardiner  C.  Means,  The  Modern  Corpora- 
tion and  Private  Property,  especially  ch.  vii,  Bk.  IL 

^^  Davis  V.  Louisville  Gas  and  Electric  Co.,  16  Del.  Ch.  157,  142  A. 
654    (1928). 
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amendment  to  the  certificate  of  incorporation  involving 
changes  in  the  dividends  and  the  redemption  feature  of 
Class  A  stock.  The  management  deemed  it  advisable  to 
make  the  Class  A  stock  a  more  suitable  instrument  for  the 
raising  of  capital.  In  Mercantile  Trading  Company  v. 
Rosenbaum  Grain  Corporation^'^  decided  in  1931,  the 
Chancellor  considered  that  the  question  of  whether  the 
directors  should  accede  to  the  demands  of  certain  holders 
of  preferred  stock  to  inspect  the  books  over  the  protest  of 
the  other  stockholders  was  also  one  which  lay  in  the  field 
of  management.  The  stockholders  had  no  right  to  the  aid 
of  a  court  of  equity  to  assist  them  in  overcoming  the  judg- 
ment of  the  directors.  The  court  again  stated  that  fraud, 
actual  or  presumed,  or  illegal  or  ultra  vires  misconduct 
had  to  be  shown  to  justify  an  interference  by  the  courts 
with  such  decisions. 

On  the  other  hand  the  courts  have  conceived  of  the 
board  of  directors  as  occupying  a  position  of  trust  and 
have  viewed  their  relations  to  the  corporation  as  fiduciary 
to  a  high  degree.^^  They  have  thus  imposed  upon  the 
directors  the  ethical  standards  in  managing  the  business 
affairs  of  the  corporation  required  of  one  occupying  such 
a  position  of  trust.  In  dtiPont  v.  duPont,  decided  in  1917, 
the  duties  of  the  directors  toward  the  corporation  were 
stressed. ^^  The  president  of  the  corporation  had  offered 
to  sell  his  personal  stock  holdings  to  the  directors  for  re- 
sale to  the  employees.  The  vice-president  purchased  the 
stock  for  the  account  of  a  syndicate  which  he  had  formed 
after  the  directors  had  declined  to  buy  at  a  specified 
price.  The  court  held  that  the  conditions  under  which  the 
offer  was  refused  made  the  vice-president  the  agent  of  the 

*''  Mercantile  Trading  Company  v.  Rosenbaum  Grain  Corporation,  17 
Del.  Ch.  325,  154  A.  457  (1931).  See  also  Consolidated  Cement  Corp. 
V.  Pratt,  47  F.(2ci)  90  (C.  C.  A.,  10th  Circ,  1931). 

^^  Hodgman  v.  Atlantic  Refining  Co.,  300  Fed.  590  (D.  C.  Del.,  1924). 

''''  duPont  V.  duPont,  242  Fed.  98  (D.  C,  Del.,  1917). 
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corporation  to  continue  negotiations  in  order  to  obtain  a 
better  price.  The  complainants  charged  that  the  vice- 
president,  while  acting  as  a  representative  of  the  cor- 
poration, withheld  from  the  president  important  informa- 
tion which  it  was  his  duty  to  disclose,  and  that  he  had  used 
the  credit  of  the  company  as  an  aid  in  financing  the  pur- 
chase for  the  syndicate. 

The  action  of  the  vice-president  was  later  upheld  by  the 
stockholders  and  by  the  courts.  But  in  the  original  case  the 
federal  judge  of  the  District  Court  of  Delaware  described 
In  detail  the  general  principles  governing  the  duties  of  a 
director  when  he  is  representing  the  company.  The  court 
distinguished  between  the  relation  of  the  directors  to  an 
individual  stockholder  and  to  the  whole  body  of  stock- 
holders. With  respect  to  the  former  he  occupies  no 
relation  of  trust  but  may  purchase  the  company's  stock 
and  use  whatever  advantage  his  position  may  afford  him, 
nor  is  he  accountable  to  the  stockholder  for  withholding 
information  from  him  which  affects  the  value  of  the  stock. 
In  contrast  with  this  relationship,  the  court  described  the 
directors  as  standing  in  a  fiduciary  relation  to  the  cor- 
poration and  the  whole  body  of  stockholders  which  re- 
quires them  to  exercise  the  utmost  good  faith  in  managing 
the  business  affairs  of  the  company  to  promote  the  com- 
mon interests.  Under  this  rule  they  cannot  act  for  their 
own  interest  or  derive  any  personal  benefit.  If  a  director 
acts  for  himself  in  matters  where  his  interests  conflict 
with  his  duty  the  law  holds  the  transaction  constructively 
fraudulent  and  voidable  at  the  election  of  the  corporation. 
He  must  account  for  the  profits  which  would  otherwise 
accrue  to  the  corporation. 

Two  recent  cases  involving  Delaware  corporations  indi- 
cate the  rigidity  with  which  the  rule  forbidding  directors' 
personal  profit  at  the  expense  of  the  corporation  is  en- 
forced. In  Dunnett  v.  Am^"^  decided  in  1934,  two  officers 

*°Dunnett  v.  Arn,  71  F.(2d)  913  (CCA.,  10th  Circ,  1934). 
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of  a  Delaware  corporation  who  controlled  the  majority  of 
the  stock  had  arranged  for  the  sale  of  the  stock  to  another 
company  under  a  contract  which  contemplated  the  pur- 
chase of  the  remaining  stock  and  the  absorption  of  the 
assets  and  operations  by  the  purchasing  company.  The 
court  held  the  transaction,  while  in  the  form  of  a  sale 
of  stock,  in  substance  and  effect  was  a  sale  of  the  assets 
and  a  corporate  act.  It  was,  therefore,  the  duty  of  the 
officers  to  arrange  the  sale  so  that  all  the  stockholders 
would  be  afforded  the  opportunity  to  share  in  the  proceeds 
of  such  sale  in  proportion  to  their  holdings.  According 
to  the  court,  while  the  officers  or  directors  are  not  trustees 
in  the  technical  sense,  they  do  occupy  a  fiduciary  relation- 
ship to  the  stockholders  with  respect  to  corporate  transac- 
tions. 

In  Irving  Trust  Company  v.  Deutsch,  also  decided  in 
1934,  action  was  brought  by  the  trustee  in  bankruptcy  of 
a  Delaw^are  corporation  seeking  to  hold  the  officers  and 
directors  jointly  and  severally  liable  to  account  for  profits 
alleged  to  have  been  made  in  violation  of  their  fiduciary 
relations  to  the  corporation.^^  The  directors  of  the 
Acoustic  Products  Company  had  taken  over  on  their  own 
account  the  part  of  a  contract  with  the  DeForest  Radio 
Company  calling  for  the  purchase  of  stock  in  the  latter 
company  in  return  for  rights  to  manufacture  under  basic 
patents  held  by  the  DeForest  Company.  The  rights  were 
deemed  necessary  for  the  business  of  the  Acoustic  Com- 
pany but  it  was  unable  to  finance  the  purchase  of  the 
required  stock.  The  directors  purchased  the  stock  for  their 
own  account  and  an  active  market  was  created.  The  court 
^rejected  the  theory  of  the  defendants  that  the  prohibition 
against  corporate  officers  acting  on  their  own  behalf  is 
removed  if  the  corporation  is  itself  financially  unable  to 
enter  the  transaction.  According  to  the  court  such  a  theory 

^"■Irving  Trust  Co.  v.  Deutsch,   73   F.(2ci)    121    (C.  C  A.,   2d  Circ, 
1934). 
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as  this  would  bring  the  temptation  to  directors  to  refrain 
from  exerting  their  strongest  efforts  on  behalf  of  the  cor- 
poration. If  the  directors  were  uncertain  whether  the 
corporation  could  make  the  necessary  outlays,  they  need 
not  have  entered  the  venture.  If  they  did,  they  cannot 
divert  possible  benefits  into  their  own  profits. 

In  the  more  recent  charters  of  Delaware  corporations 
clauses  are  frequently  included  which  cover  the  relation  of 
directors  to  corporations,  particularly  in  their  dealings  in 
a  private  capacity  with  the  corporation.  An  example  of 
such  a  charter  provision  is  the  one  contained  in  the  cer- 
tificate of  the  General  Printing  Ink  Corporation,  organized 
in  1929.^"  In  substance  this  clause  provides  that  no  direc- 
tor shall  be  disqualified  by  his  office  from  dealing  or  con- 
tracting with  the  corporation  as  vendor,  purchaser  or  other- 
wise, and  that  no  contract  shall  be  void  or  voidable  by  rea- 
son of  the  fact  that  any  of  the  directors  is  interested  in  the 
contract  or  that  any  firm  of  which  any  of  the  directors  is  a 
member  is  in  any  way  interested  in  the  contract — pro- 
vided the  fact  of  such  interest  is  disclosed  or  known  to 
the  board  of  directors  and  provided  the  board  of  direc- 
tors shall  authorize  the  transaction  by  a  majority  vote  not 
including  the  vote  of  the  interested  director.  Moreover, 
no  director  shall  be  liable  in  any  way  with  respect  to  any 
transaction  or  contract  so  authorized. 

Such  charter  provisions  as  this,  however,  would  not 
seem  to  change  the  fiduciary  character  of  the  relationship 
of  directors.  Although  a  charter  clause  of  the  type  de- 
scribed was  not  involved  in  Old  Mortgage  and  Finance 
Company  v.  Pasadena  Land  Company,  decided  in  1928, 
a  contract  of  the  kind  covered  by  such  charter  clauses 
was  under  consideration — a  contract  between  the  direc- 


"  General  Printing  Ink  Corporation,  Certificate  of  Incorporation, 
dated  March  28,  1929,  on  file  at  the  office  of  the  secretary  of  state, 
Dover,  Del. 


The  Exercise  of  Corporate  Powers        151 

tors  of  a  Delaware  corporation  and  their  company.^^ 
With  respect  to  such  contracts  the  Supreme  Court  of 
Michigan  stated  that  while  they  were  not  necessarily 
invalid  when  fairly  entered  into,  honestly  executed,  and 
when  no  one  was  defrauded,  the  contracts  would  always 
be  examined  by  the  courts  to  see  that  no  advantage  was 
taken  of  the  corporation  or  that  the  rights  and  interests 
of  the  stockliolders  were  jeopardized.  According  to  the 
court,  the  officers  of  a  corporation  may  deal  with  it  in 
good  faith  if  their  actions  are  fair  and  known  to  the  direc- 
tors and  stockholders. 

The  same  principles  regulate  the  transactions  of  two 
corporations  having  common  directors.^*  While  such 
actions  are  not  necessarily  void  or  constructively  fraudu- 
lent by  reason  of  common  directors,  according  to  the  court 
they  will  be  as  closely  investigated  by  the  law  as  are  the 
personal  dealings  between  the  directors  and  their  cor- 
poration. If  the  transactions  are  fair  to  all  the  stock- 
holders, the  courts  will  sustain  them. 

The  doctrine  of  the  fiduciary  relation  of  directors  is 
also  extended  to  the  issue  of  stock  and  to  the  payment  of 
dividends.  In  Bodell  v.  General  Gas  and  Electric  Cor- 
poration,^^ the  Chancellor  said  that  while  directors  are  not 
trustees  in  the  strict  sense  of  the  term,  yet  with  respect 
to  unissued  stock  they  are  said  to  control  it  as  trustees. ^^ 
As  such  it  is  not  always  necessary  for  them  to  reap  a  per- 
sonal profit  or  to  gain  a  personal  advantage  in  order  for 

'^  old  Mortgage  and  Finance  Co.  v.  Pasadena  Land  Co.,  241  Mich. 
426,  216  N.  W.  922   (1928). 

'*  Hellier  v.  Baush  Machine  Tool  Company,  21  F.(2d)  705  (C.  C.  A., 
1st  Circ,  1927). 

^^  Bodell  V.  General  Gas  and  Electric  Corp.,  15  Del.  Ch.  119,  132  A. 
442   (1926). 

'"In  Cahall  v.  Burbage,  14  Del.  Ch.  55,  121  A.  G\(>  (1923),  the 
Chancellor  said  that  so  far  as  the  directors  are  concerned  unissued  stock 
is  to  be  considered  as  somewhat  similar  to  the  corpus  of  trust  funds  in 
the  hands  of  a  trustee  for  management. 

11 
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their  actions  in  the  performance  of  their  quasi  trust  to  be 
questioned.  Trustees  not  only  must  refrain  from  profit- 
ing themselves  but  they  are  obligated  to  save  their  bene- 
ficiaries from  loss. 

The  point  of  controversy  in  the  Bodell  case,  which 
was  discussed  in  connection  with  the  issue  price  of  no  par 
stock,  involved  the  simultaneous  sale  of  no  par  stock  to 
different  purchasers  at  different  prices.  The  court  decreed 
that  the  mere  showing  of  the  two  prices  without  expla- 
nation would  undoubtedly  entitle  the  complainants  to 
relief.  The  general  principles  applicable  to  persons  stand- 
ing in  trust  relationship  should  support  the  action  of  the 
directors  if  they  were  acting  in  the  genuine  and  beneficial 
interest  of  the  corporation  and  were  thereby  promoting 
the  interests  of  all  the  shareholders. 

With  respect  to  the  declaration  of  dividends,  the  Su- 
preme Court  of  Michigan  held  in  Chappie  v.  Jacobson  ^^ 
that  the  declaration  of  unearned  dividends  by  directors 
of  a  Delaware  corporation  who  failed  to  exercise  diligence 
to  ascertain  the  financial  condition  of  the  corporation 
made  the  directors  liable  to  subsequent  purchasers  who 
were  deceived  by  the  declaration  of  dividends.  In  the  de- 
cision, the  court  criticized  the  habit  which  men  of  influence 
had  in  accepting  honorary  positions  on  the  boards  of  direc- 
tors of  corporations  but  who  gave  no  thought  to  the  affairs 
of  the  company,  exercised  no  judgment  upon  questions  of 
business  policy,  and  made  no  investigation  of  the  real 
financial  condition  of  the  company.  The  judge  pointed 
out  that  this  was  the  type  of  service  which  exacted  such  a 
large  annual  toll  from  investors.  The  law  required  a 
different  kind  of  service  of  them. 

The  doctrine  of  fiduciary  relationship  is  likewise  ex- 
tended to  actions  by  the  majority  of  stockholders.  In 
Allied  Chemical  and  Dye  Company  v.  Steel  and  Tube 

''''  Chappie  V.  Jacobson,  234  Mich.  558,  208  N.  W.  754  (1926). 
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Compatiy  ^®  a  bill  was  brought  by  minority  stockholders 
to  restrain  the  sale  of  all  of  the  assets  of  the  latter  com- 
pany to  the  Youngstovvn  Sheet  and  Tube  Company.  The 
sale  had  been  ratified  by  the  stockholders  in  the  manner 
required  by  section  64a  of  the  Delaware  corporation  law. 
The  sale  was  ultimately  upheld  but,  in  the  discussion  of 
the  general  principles  involved  in  the  case,  the  Chancellor 
said  that  the  same  consideration  of  justice  which  imposes  a 
fiduciary  character  upon  the  relationship  of  the  directors  to 
the  stockholders  will  also  impose,  in  a  proper  case,  a  like 
character  upon  the  relationship  which  the  majority  of 
stockholders  bear  to  the  minority.  Ordinarily  the  direc- 
tors speak  for  the  corporation  and  determine  its  policy  but 
when  the  majority  of  stockholders  do  this  they  are  for  the 
moment  the  corporation.  Thus,  with  respect  to  the  sale 
of  all  the  corporate  assets,  the  Chancellor  held  the  ma- 
jority had  a  right  to  desert  the  corporate  venture;  but  the 
price  paid,  the  manner  of  payment,  the  terms  of  credit, 
if  any,  and  like  questions  must  all  meet  the  test  of  the 
corporation's  best  interest. 

In  Cole  V.  National  Cash  Credit  Association,^^  decided 
in  1931,  the  principle  of  the  fiduciary  relationship  of  the 
majority  stockholders  was  applied  in  a  case  of  consoli- 
dation. Here  an  injunction  was  sought  to  restrain  a  con- 
solidation of  two  companies  on  a  charge,  not  of  fraud  on 
the  part  of  the  directors  and  stockholders,  but  of  con- 
structive fraud  based  on  an  alleged  undervaluation  of 
assets  of  one  company  and  an  overvaluation  of  the  assets 
of  the  consolidated  company.  As  in  the  Allied  Chemical 
and  Dye  Company  case,  the  Chancellor  held  there  was  no 
rational  ground  for  distinguishing  between  the  directors 
and  the  majority  of  the  stockholders  when  they  were 

'*  Allied  Chemical  &  Dye  Co.  v.  Steel  and  Tube  Co.  of  America, 
14  Del.  Ch.  1,  120  A.  486  (1923). 

^"^  Cole  V.  National  Cash  Credit  Association,  18  Del.  Ch.  47,  156  A. 
183  (1931). 
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speaking  for  the  corporation  in  questions  assigned  to  them 
for  decision  by  the  statute. 

In  the  interest  of  corporate  efficiency  the  various  amend- 
ments of  the  Delaware  Act  have  tended  to  concentrate 
in  the  board  of  directors  the  exercise  of  powers  which  had 
heretofore  required  ratification  by  the  stockholders.  When 
the  statute  provides  alternatives  as  to  the  agency  for  the 
exercise  of  such  powers  the  tendency,  especially  with  the 
large  corporations,  is  to  delegate  such  powers  to  the  di- 
rectors. The  lawmakers  have  depended  upon  the  courts 
to  restrain  improper  use  of  the  powers  authorized.  In 
many  situations,  as  the  cases  above  indicated,  the  standards 
imposed  by  the  courts  are  akin  to  those  of  a  fiduciary. 


CHAPTER  VII 
Incorporation  in  Delaware 

The  policy  adopted  by  Delaware  in  1899  which  sought 
to  attract  corporations  to  Delaware  by  means  of  low  rates 
of  corporate  taxation,  an  easy  method  of  formation,  and 
the  inclusion  of  those  statutory  powers  and  privileges  con- 
sidered desirable  by  business  men,  has  been  successful  in 
accomplishing  the  purpose  for  which  it  was  designed.  The 
second  column  of  Table  I,  p.  156,  showing  the  number 
of  charters  granted  in  Delaware  each  year,  indicates  the 
progress  which  has  been  made,  while  Chart  I,  p.  157, 
shows  in  graphic  form  the  growth  in  new  incorporations 
since  1899. 

During  the  early  period  of  the  operation  of  the  law,  each 
year  except  1903  and  1904  witnessed  small  increases  in 
the  number  of  new  companies  incorporated.  The  im- 
portant growth  in  the  popularity  of  the  Delaware  law 
did  not  begin  until  about  1915.  The  preceding  sixteen 
years  had  increased  the  familiarity  with  the  law,  but  the 
growth  after  1915  probably  received  considerable  impetus 
from  the  passage  of  the  '"  Seven  Sisters  Acts  "  in  New 
Jersey  under  the  governorship  of  Woodrow  Wilson. 
These  acts  made  the  New  Jersey  corporation  law  less 
favorable  to  promoters.  Since  1915  the  growth  in  new 
incorporations  in  Delaware  has  been  rapid,  reaching  the 
high  point  of  7,537  new  companies  in  1929. 

The  number  of  new  incorporations  is  sensitive  to 
changes  in  business  activity  as  is  indicated  by  the  decreases 
in  the  number  of  companies  chartered  in  the  1903,  1904, 
1918,  1921,  1923,  and  1927 — years  of  recessions  in  busi- 
ness activity.  Since  1929  the  decline  in  new  incorporations 
has  been  prolonged  and  drastic.  In  1934  only  2,476  new 
companies  were  formed  as  compared  with  7,537  new 
organizations  in  1929.  Part  of  the  decline  is  to  be  attrib- 
uted to  the  effect  which  the  intensity  and  duration  of  the 
business  depression  has  had  upon  the  prospect  of  profit 
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TABLE  I 

Charters  Granted  and  Voided  in  Delaware  * 

Number  of  Charters  Voided 
Number  of  Charters  Each  Year  by  Proclama- 

Year  Granted  Each  Year  tion  of  the  Governor 

1899 421 

1900 552 

1901 734 

1902 872 

1903 746 

1904 493 

1905 550 

1906 587 

1907 671 

1908 872 

1909 1,318 

1910 1,325 

1911 1,342 

1912 1,427  775 

1913 1,613  811 

1914 1,661  943 

1915 1,916  966 

1916 2,549  1,079 

1917 3,341  1,225 

1918 2,477  1,232 

1919 4,776  1,509 

1920 5,747  2,026 

1921 4,568  1,750 

1922 5,095  2,577 

1923 5,072  3,938 

1924 4,379  4,007 

1925 5,053  3,800 

1926 4,778  3,635 

1927 5,424  3,026 

1928 6,250  3,230 

1929 7,537  3,057 

1930 5,611  3,459 

1931 4,235  3,463 

1932 3,564  5,184 

1933 3,094  4,632 

1934 2,476  4,488 

1935 2,398  3,182 

1936 2,598  3,125 

Total 108,122  63,937 

♦  Records  in  the  office  of  the  secretary  of  state,  Dover,  Del. 
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and  consequently  upon  the  organization  of  new  enter- 
prises. The  enactment  of  the  Securities  Act  in  1933  and 
the  uncertainty  accompanying  the  initial  period  of  regu- 
lation is  deemed  by  state  officials  in  Delaware  to  be  a 
factor  of  importance  in  explaining  the  decrease  in  the 
number  of  new  companies.  It  is  still  too  early,  however, 
to  judge  the  full  effect  of  national  regulation  of  security 
issues  upon  the  formation  of  new  corporations. 

While  an  increasing  number  of  corporations  has  been 
formed  under  the  Delaware  law,  the  mortality  among 
these  same  companies  has  also  been  very  high.  Under  the 
Delaware  Franchise  Tax  Law,  charters  of  corporations  are 
voided  at  the  beginning  of  the  year  by  proclamation  of 
the  governor  after  non-payment  of  the  annual  franchise 
tax  for  two  consecutive  years. ^  Figures  concerning  the 
numbers  of  charters  voided  since  1912  are  available  and 
are  shown  in  column  two  of  Table  I.  Up  to  the  end  of 
1936  a  total  of  108,122  new  companies  had  been  incor- 
porated, but  of  this  number  63,937  charters,  or  59  per 
cent  of  the  total  incorporated  since  1899,  had  been  can- 
celled in  this  manner. 

Inasmuch  as  charters  are  not  cancelled  until  failure 
to  pay  taxes  for  two  consecutive  years,  increases  and 
decreases  in  the  numbers  of  charters  voided  lag  behind 
corresponding  changes  in  the  numbers  of  new  charters 
granted.  As  is  indicated  by  Chart  II  on  page  159,  where 
the  numbers  of  new  and  repealed  charters  are  compared, 
an  increase  in  the  number  of  new  charters  granted  is  fol- 
lowed by  an  increase  in  the  number  of  charters  repealed. 
From  1912  through  the  prosperity  period  of  1920, the 
numbers  of  new  and  repealed  charters  appear  to  have 
increased  at  approximately  the  same  rate.  But  from  1923 
to  1929  the  spread  between  the  two  curves  widened,  with 
the  number  of  new  charters  increasing,  while  the  number 
of  repealed  charters  was  decreasing.   A  large  part  of  the 

^  Del.,  Franchise  Tax  Law,  sec.  74. 


Incorporation  in  Delaware 


159 


difference  in  the  direction  of  these  two  curves  during  the 
period  may  be  explained  by  the  character  of  business 
activity,  no  decHne  of  major  importance  occurring  during 
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this  six-year  period.    Since  1929  the  number  of  repealed 

•charters  has  been  increasing  while  the  number  of  new 

companies  has  been  decreasing,  until  the  number  of  char- 
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ters  voided  in  the  years  from  1932  through  1936  was 
greater  than  the  number  of  new  companies  formed. 

The  mortality  among  Delaware  corporations  is  indica- 
tive of  the  relatively  short  duration  of  most  of  the  cor- 
porations organized  in  that  state.  To  study  directly  the 
duration  of  corporations  would  require  the  tracing  of  the 
life  history  of  all  of  the  Delaware  companies  to  determine 
the  year  in  which  they  were  incorporated  and  the  year  in 
which  they  ceased  to  exist  as  corporate  entities.  The  dur- 
ation of  corporations  may  be  studied  indirectly,  however, 
by  classifying  the  number  of  corporations  existing  at  a 
given  date  according  to  the  year  of  incorporation  and  by 
determining  the  proportion  which  the  number  of  the 
existing  companies  incorporated  in  any  year  bears  to  the 
total  number  incorporated  in  the  same  year.  Two  such 
classifications  are  contained  in  Table  II,  pages  l6l  and 
162;  in  column  three  a  classification  according  to  the  year 
of  incorporation  of  the  31,107  companies  active  Decem- 
ber 31,  1933,  and  in  column  four,  the  total  number  of 
companies  in  existence  December  31,  1929,  numbering 
34,996.'  In  Table  III,  page  163,  the  proportion  of  the 
companies  created  each  year  and  in  existence  at  these  two 
dates  has  been  rearranged  according  to  the  number  of 
years  intervening  between  the  year  of  incorporation  and 
the  date  of  these  two  tax  lists. 

The  significant  tendency  indicated  by  Table  III  is  the 
rapidity  with  which  the  proportion  of  the  total  companies 
incorporated  in  any  year  which  were  in  existence  on 
December  31,  1933,  declines  as  the  year  of  incorporation 
is  further  removed  from  the  date  of  the  Tax  List.    As  is 

^  The  data  for  column  three  of  Table  II  was  obtained  by  actual  count 
of  the  active  companies  on  the  Tax  List  of  December  31,  1933,  made 
available  by  the  secretary  of  state  of  Delaware.  This  count  is  believed  to 
be  substantially  correct.  The  data  for  column  four  was  taken  from  Mr. 
James  L.  Wolcott's  '"  Development  of  Delaware  Corporation  Law," 
Exhibit  D,  p.   14-2. 
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TABLE  II 

Companies  in  Existence  at  Two  Tax  Dates  Classified  According 
TO  THE  Year  of  Incorporation 


Number  of  Companies   Number  of  Companies 


Number  of  Companies 
Incorporated  Each 
Year 
Year 

1899 421 

1900.. 552 

1901 734 

1902 872 

1903 746 

1904 493 

1905 550 

1906.. 587 

1907 671 

1908 872 

1909 1,318 

1910 1,325 

1911 1,342 

1912.. 1,427 

1913 1,613 

1914 1,661 

1915 1,916 

1916 2,549 

1917.. 3,341 

1918 2,477 

1919 4,776 

1920 5,747 

1921 4,568 

1922 5,095 

1923.. 5,072 

1924 4,379 

1925 5,053 

1926 4,778 

1927 5,424 

1928 6,250 

1929 7,537 

1930.. 5,611 

1931 4,235 

1932 3.564 

1933 3,094 


Incorporated  Each 

Incorporated  Each 

Year  Which  Were 

Year  Which  Were 

in  Existence 

in  Existence 

12-31-33 

12-31-29 

24 

41 

21 

34 

36 

58 

44 

62 

69 

96 

31 

43 

36 

64 

56 

79 

60 

90 

56 

75 

106 

163 

81 

126 

100 

147 

107 

158 

177 

229 

134 

192 

165 

242 

254 

369 

306 

469 

264 

382 

522 

817 

632 

998 

531 

901 

777 

1,352 

1,047 

1,745 

975 

1,748 

1,322 

2,512 

1,510 

2,985 

1,837 

5,222 

2,467 

6,148 

3,492 

7,488 

3,219 

4,075 

3,494 

3,080 

Totals.  .  .  100,650 


31,107 
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TABLE  II    (Continued) 

Proportion   of   Com- 
panies Incorporated         Proportion    of    Companies 
Each  Year  Which  Incorporated  Each  Year 

Were  in  Existence  Which  Were  in  Existence 

Year                                         12-31-33  12-31-29 

1899 5.7  9.7 

1900 3.8  6.1 

1901 4.9  7.9 

1902 5.0  7.1 

1903 9.2  12.8 

1904 6.3  8.7 

1905 6.5  11.8 

1906 9.5  13.4 

1907 8.9  13.4 

1908 6.4  8.6 

1909 8.1  12.3 

1910 6.1  9.5 

1911 7.4  10.9 

1912 7.5  11.0 

1913 10.9  14.2 

1914 8.1  11.5 

1915 8.6  12.6 

1916 10.0  14.4 

1917 9.1  14.0 

1918 10.6  15.4 

1919 11.0  17.1 

1920 11.0  17.3 

1921 11.6  19.7 

1922 15.2  26.5 

1923 20.6  34.4 

1924 22.2  39.9 

1925 26.1  49.7 

1926 31.6  62.5 

1927 33.8  96.2 

1928 39.4  98.3 

1929 46.3  99.3 

1930 57.3 

1931 96.1 

1932 98.0 

1933 99.5 
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TABLE  III 

Proportion  of  the  Total  Companies  Incorporated  at  Specified 
Dates,  which  were  in  Existence  at  Given  Dates,  Arranged 
According  to  the  Number  of  Years  Intervening  between  the 
Year  of  Incorporation  and  the  Date  of  the  Tax  List 

Proportion   of   Corn- 
Number  of  Years  Inter-  panies  Created  Each  Proportion    of    Companies 
vening  between  the  Year             Year  Which  Were  Created  Each  Year  Which 
of  Incorporation  and  the                  in  Existence  Were  in   Existence 

Date  of  the  Tax  List                        12-31-33  12-31-29 

1 99.5  99.3 

2 98.0  98.3 

3 96.1  96.2 

4 57.3  62.5 

5 46.3  49.7 

6 39.4  39.9 

7 33.8  34.4 

8 31.6  26.5 

9 26.1  19.7 

10 22.2  17.3 

11 20.6  17.1 

12 15.2  15.4 

13 11.6  14.0 

14 11.0  14.4 

15 11.0  12.6 

16 10.6  11.5 

17 9.1  14.2 

18 10.0  11.0 

19 8.6  10.9 

20 8.1  9.5 

21 10.9  12.3 

22 7.5  8.6 

23 7.4  13.4 

24 6.1  13.4 

25 8.1  11.8 

26 6.4  8.7 

27 8.9  12.8 

28 9.5  7.1 

29 6.5  7.9 

30 6.3  6.1 

31 9.2  9.7 

32 5.0 

33 4.9 

34 3.8 

35 5.7 
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shown  by  the  data  in  column  two  of  Table  III,  only  46.3 
per  cent  of  the  companies  incorporated  five  years  prior  to 
1933  were  living  at  that  time,  while  only  22.2  per  cent 
of  the  companies  incorporated  ten  years  prior  to  1933 
were  in  existence.  The  figures  reveal  a  consistent  and 
rapid  decline  in  the  proportion  of  active  companies  dur- 
ing the  first  thirteen  or  fourteen  years  immediately  pre- 
ceding the  date  of  the  Tax  List.  Thereafter  the  decline 
becomes  more  gradual  and  intermittent.  Of  the  com- 
panies incorporated  between  the  fifteenth  to  the  thirty- 
fifth  years  prior  to  1933  the  proportion  of  living  com- 
panies ranged  between  11.0  and  3.8  per  cent. 

The  classification  of  companies  in  existence  December 
31,  1933,  represents  the  distribution  at  the  low  point 
of  a  depression  period.  Mr.  James  Wolcott,  in  ''  The 
Development  of  Delaware  Corporation  Law,"  made  a 
similar  classification  of  companies  in  existence  December 
31,  1929,  and  therefore  at  the  peak  of  a  prosperity  period. 
Mr.  Wolcott' s  classification,  rearranged  according  to  the 
number  of  years  intervening  between  the  year  of  incor- 
poration and  the  date  of  this  Tax  List,  is  shown  in  column 
three  of  Table  IIL  A  comparison  of  the  two  classifications 
reveals  significant  similarities. 

The  1929  distribution  of  living  companies  shows  the 
same  consistent  and  rapid  decline  during  the  thirteen 
years  immediately  preceding  the  date  of  the  Tax  List. 
Afterwards,  like  the  1933  distribution,  the  decline  is  more 
gradual  and  irregular  as  the  year  of  incorporation  is 
further  removed  from  the  date  of  the  Tax  List. 

The  1933  and  the  1929  distributions  are  also  similar 
in  the  average  of  the  percentages  for  the  years  immedi- 
ately preceding  the  dates  of  the  Tax  List,  the  years  in 
which  the  decline  in  living  companies  is  most  rapid. 
Although  individual  years  are  different  for  the  two  distri- 
butions, the  average  proportion  of  the  companies  incor- 
porated in  the  ten  years  preceding  the  tax  date  and  exist- ' 
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ing  on  the  tax  date  was  55  per  cent  for  the  1933  distri- 
bution, as  compared  with  54.4  per  cent  for  the  1929 
distribution. 

In  view  of  the  fact  that  these  two  classifications  were 
made  at  two  different  periods  of  business  activity,  it  is 
beheved  that  this  close  similarity  in  the  proportion  of 
existing  companies  is  indicative  of  the  modern  use  of  the 
corporation  as  a  form  of  business  organization.  In  the 
early  days  the  corporate  form  in  the  United  States  was 
mainly  used  for  such  enterprises  as  canals,  turnpikes,  and 
railroads — enterprises  in  which  the  capital  requirements 
were  large  in  comparison  with  the  quantity  available. 
At  the  present  time  the  corporation  is  used  as  the  form  of 
organization  not  only  for  this  type  of  enterprise,  but  also 
for  numerous  small  trading  and  manufacturing  concerns 
whose  capital  requirements  are  small  and  which  would 
formerly  have  been  organized  as  partnerships  or  indi- 
vidual proprietorships.  Such  small  concerns  are  incor- 
porated principally  to  obtain  the  benefits  of  limited 
liability.  Furthermore,  each  year  many  projects  are  in- 
corporated in  which  operations  are  never  actually  under- 
taken. These  types  of  corporations  are  likely  to  pass 
out  of  existence  soon  after  incorporation  irrespective  of 
the  effects  of  business  depressions  or  of  consolidation 
movements  in  business;  their  passing  is  reflected  in  the 
rapid  decline  in  the  proportion  of  companies  incorporated 
in  the  years  immediately  preceding  the  tax  date  and  in 
existence  on  the  tax  date. 

The  1933  and  the  1929  distributions  are  different,  how- 
ever, in  the  average  of  the  percentages  for  the  years  more 
remote  from  the  tax  dates.  For  the  1929  classification  the 
average  of  the  percentages  for  the  years  1899  to  1919 
inclusive,  or  more  than  ten  years  prior  to  1929,  is  11.5 
per  cent;  for  the  1933  distribution,  the  average  of  the 
percentages  of  the  companies  incorporated  at  least  ten 
years  before  1933  is  8.9  per  cent.  In  the  case  of  companies 
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which  have  remained  in  business  for  more  than  thirteen  or 
fourteen  years  after  incorporation,  the  most  important 
forces  explaining  the  cessation  of  corporate  enterprises 
would  be  the  effects  of  business  depressions  and  consoli- 
dation movements. 

The  corporation  policy  of  1899  was  adopted  for  the 
purpose  of  revenue,  so  that  the  success  which  has  been 
achieved  in  attracting  corporations  to  Delaware  is  reflected 
in  the  income  which  the  state  has  derived  from  the  organi- 
zation fees  and  the  annual  franchise  tax.  The  revenues 
which  have  been  received  since  the  adoption  of  the  Cor- 
poration Law  in  1899,  together  with  the  total  revenue  of 
the  state,  are  shown  in  Table  IV,  page  167.  As  is  indi- 
cated by  this  table,  Delaware  derives  a  substantial,  though 
fluctuating,  income  from  the  incorporating  business.  In 
1929,  the  year  of  greatest  activity,  the  total  revenue  from 
corporations  amounted  to  $5,571,194.^ 

More  important  than  the  absolute  amounts  of  revenue 
in  its  bearing  on  the  maintenance  of  the  present  cor- 
poration policy  is  the  proportion  of  the  corporation 
revenue  to  the  total  revenue.  The  interest  of  the  state  of 

^  During  the  period  1899-1920  "  Total  Corporation  Revenues "  in 
column  four  of  Table  IV  consist  of  the  revenues  derived  from  new 
charters  and  from  the  annual  franchise  taxes  levied  upon  the  classification 
"  All  Other  Corporations  "  described  in  Chapter  I,  p.  18.  The  revenues 
derived  from  the  annual  tax  on  the  gross  receipts  from  the  Delaware 
business  of  the  various  kinds  of  public  utility  companies  specified  in  the 
Act  of  1899  were  reported  separately  during  this  period  but  they  have 
not  been  included  in  "  Total  Corporation  Revenues  "  in  order  that  the 
purpose  of  the  Delaware  corporation  policy  might  be  seen  more  clearly. 
In  amount  the  revenue  from  the  gross  receipts  of  public  utility  companies 
approximately  equaled  the  "Total  Corporation  Revenues"  up  to  1911; 
after  1911  the  latter  kind  of  revenue  increased  more  rapidly  until  in  1920, 
the  last  year  in  which  the  gross  receipts  tax  revenue  was  reported  separ- 
ately, the  state  income  from  ""  All  Other  Corporations  "  was  $1,570,620, 
as  compared  with  $96,842  derived  from  the  public  utility  companies.  As 
has  been  indicated  in  Chapter  I,  the  gross  receipts  tax  has  been  repealed 
and  at  present  all  corporations  pay  an  annual  tax  based  upon  the 
authorized  capital  stock. 
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TABLE  IV 

Corporation  Revenue  and  Total  State   Revenue  of  Delaware 

Corporation  Franchise  Total  Corpora-  Total  State 

Year                         Fees  Tax  tion  Revenues  Revenue 

1899 $      36,000  $  $      36,000  $      511,767 

1900 70,740  8,308  79,048  384,881 

1901 50,845  25,865  76,710  381,350 

1902 70,601  39,205  109,806  441,855 

1903 57,966  64,924  122,890  452,058 

1904 37,024  90,450  127,474  464,437 

1905 39,440  105,601  145,041  495,337 

1906 45,744  103,118  148,862  485,796 

1907 42,988  109,819  152,807  623,304 

1908 42,104  60,732  102,836  654,075 

1909 75,539  35,027  110,566  680,470 

1910 95,420  38,689  134,109  603,817 

1911 72,427  52,797  125,224  671,428 

1912 105,693  62,551  168,244  697,625 

1913 108,486  70,942  179,428  719,005 

1914 78,257  87,354  165,611  727,042 

1915 117,389  94,723  212,112  851,904 

1916 205,720  108,550  314,270  945,706 

1917 351,611  141,311  492,922  1,355,425 

1918 200,544  176,533  377,077  1,720,388 

1919 1,051,589  227,247  1,278,836  3,552,406 

1920 1,236,685  333,935  1,570,620  4,719,151 

1921 585,471  611,858  1,197,329  4,173,551 

1922 841,766  753,721  1,595,487  4,585,385 

1923 741,221  758,311  1,499,532  2,061,573* 

1924 684,126  849,569  1,533,695  7,801,088 

1925 917,341  908,702  1,826,043  6,921,760 

1926 1,065,541  996,551  2,026,092  8,039,080 

1927 824,484  1,252,544  2,076,828  8,513,220 

1928 1,459,980  1,799,126  3,259,106  8,417,651 

1929 3,300,698  2,270,496  5,571,194  13,109,398 

1930 1,297,094  3,832,252  5,129,346  13,310,072 

1931 605,194  4,528,919  5,134,113  12,757,566 

1932 293,020  4,089,641  4,382,661  11,819,914 

1933 171,090  3,799,045  3,970,135  11,286,227 

1934 127,270  3,205,652  3,332,922  10,976,339 

♦  Six  months,  January   1   to  June  30.    Thereafter  the  fiscal  year  runs 

from  July  1  to  June  30.  The  figures  for  Total  Revenue  were  taken  from 

the  Annual  Report  of  the  state  treasurer.  The  figures  for  Corporation 
Revenue  are  those  furnished  by  the  state  treasurer  and  are  compiled  on  a 
calendar  basis  throughout.  After  1923  they  do  not  coincide  with  those 
reported  in  the  treasurer's  report. 

12 
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Chart  III 

CODPOPATION  PLVEhUE  AhO 
TOTAL  STATE  REVEhUL  OF  DELAWARE 
1899-1954 
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Delaware  in  the  incorporation  business  is  shown  in  graphic 
form  in  Chart  III,  page  168,  in  which  the  corporation 
revenue  has  been  expressed  as  percentages  of  the  total 
state  revenue.  In  thirty  of  the  thirty-four  years  covered, 
corporation  revenues  have  comprised  at  least  twenty  per 
cent  of  the  total  revenue,  while  in  twenty-three  of  the 
thirty-four  years  corporation  revenues  have  comprised 
twenty-five  per  cent  or  more.  Any  change  in  policy,  there- 
fore, which  decreased  the  popularity  of  the  corporation 
law  would  force  the  legislature  of  the  state  to  look  to 
other  sources  for  substantial  revenues,  and  the  range  of 
possible  sources  is  rather  limited. 

In  order  to  measure  the  dependence  of  the  incorporating 
business  in  Delaware  upon  companies  formed  by  interests 
located  in  other  states  and  operating  outside  Delaware,  it 
would  be  desirable  to  segregate  the  revenues  derived  from 
companies  organized  to  operate  in  Delaware.  Records  are 
not  kept  in  a  manner,  however,  to  make  such  a  segregation 
possible.  Some  light  is  thrown  upon  this  point  by  compar- 
ing the  revenues  derived  from  fees  of  new  companies 
formed  in  Delaware  with  those  from  new  companies 
formed  in  Rhode  Island,  an  industrial  state  of  compar- 
able size.  Table  V  indicates  the  relatively  small  amount 
of  revenue  derived  from  corporation  fees  in  Rhode 
Island.* 

*  In  Rhode  Island  the  corporation  fees  are  based  on  the  amount  of 
authorized  capital  stock  as  in  Delaware  but  the  rates  are  higher  amounting 
to  four  cents  per  $100  par  value  share  up  to  5,000  shares,  two  cents  per 
share  from  5,000  to  10,000  shares  and  one  cent  per  share  on  all  shares 
in  excess  of  10,000.  (R.  I.  Gen.  Laws,  1923,  ch.  248,  sec.  3550,  as 
amended,  Laws,  1929,  ch.  1391,  sec.  2.)  For  the  Delaware  rates,  see 
Chapter  I,  p.  21. 

In  Rhode  Island  the  principal  corporation  revenues  are  derived  from  the 
annual  taxes  paid  by  all  corporations  no  matter  where  incorporated  and 
levied  upon  that  portion  of  the  value  of  the  intangible  property  called  the 
corporate  excess  attributed  to  the  business  done  in  Rhode  Island.  The 
corporate  excess  is  determined  by  deducting  the  value  of  real  estate  and 
personal  property  located  and  assessed  in  Rhode  Island  from  the  sum  of 
the  average  cash  value  of  each  class  of  stock  for  the  year  plus  the  value 
of  bond  and  other  kinds  of  indebtedness.    The  rate  of  taxation  is  forty 
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TABLE  V 
Corporation  Fees  of  Delaware  and  Rhode  Island 

Year                Delaware  Khode  Island 

1899 $   36,000  $  27,000 

1900 70,740  14,140 

1901 50,845  22,961 

1902 70,601  23,940 

1903 57,966  33,097 

1904 37,024  24,459 

1905 39,440  38,217 

1906 45,744  30,960 

1907 42,988  21,555 

1908 42,104  31,649 

1909 75,539  25,943 

1910 95,420  23,750 

1911 72,427  29,635 

1912 105,693  37,760 

1913 108,486  21,660 

1914 78,257  18,570 

1915 117,389  22,475 

1916 205,720  21,000 

1917 351,611  31,617 

1918 200,544  37,280 

1919 1,051,589  40,960 

1920 1,236,685  95,838 

1921 585,471  35,432 

1922 841,766  77,340 

1923 741,221  50,032 

1924 684,126  50,126 

1925 917,341  44,625 

1926 1,065,541  24,781 

1927 824,484  63,351 

1928 1,459,980  33,855 

1929 5,300,698  37,100 

1930 1,297,094  17,023* 

1931 605,194  20,753 

1932 293,020  14,786 

1933 171,090  19,039 

1934 127,270  16,669 

cents  for  each  one  hundred  dollars  of  corporate  excess.    (  R.  I.  Gen.  Laws, 

1923,  ch.  38,  sec.  10,  as  amended,  Laws,  1930,  ch.  1593,  sec.  1;  R.  I. 
Gen.  Laws,  1923,  ch.  38,  sec.  12,  as  amended.  Laws,  1935,  ch.  2189, 
sec.  2.) 

*  Six  months,  November  30,  1929 — June  30,  1929. 

Corporation  Fees  of  Delaware  were  furnished  by  the  state  treasurer., 
Those  for  Rhode  Island  are  taken  from  the  Annual  Report  of  the  state 
treasurer  of  Rhode  Island. 
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While  the  foregoing  data  measure  the  success  of  the 
Delaware  corporation  policy,  a  study  of  the  confidential 
reasons  governing  the  selection  of  the  state  of  incor- 
poration would  be  necessary  to  determine  which  of  the 
elements  of  the  Delaware  law  have  been  the  most  im- 
portant in  inducing  the  promoters  of  a  particular  com- 
pany to  incorporate  under  its  jurisdiction.  It  is  probable 
that  in  individual  cases  no  single  feature  in  the  Delaware 
law  has  influenced  the  choice  of  that  state,  but  rather  a 
combination  of  the  considerations  discussed  in  the  pre- 
ceding chapters.  Furthermore,  it  is  likely  that  the  various 
features  of  die  Delaware  law  have  been  weighed  differ- 
ently in  particular  cases. 

Certain  data  are  available,  however,  which  do  throw 
light  upon  the  importance  of  specific  provisions  in  a 
corporation  statute.  Such  data  have  been  collected  in 
connection  with  investigations  of  the  laws  of  certain  states 
and  of  the  manner  in  which  they  have  operated  to  influence 
promoters  to  incorporate  their  enterprises  in  some  state 
other  than  that  in  which  the  major  operations  of  the  com- 
pany were  to  be  conducted.  These  investigations  indicate 
the  kind  of  corporate  powers  which  business  men  have 
thought  desirable  at  various  times — powers  similar  to 
those  which  the  Delaware  lawmakers  have  been  so  ready 
to  make  available.  The  results  of  the  investigations  afford 
an  indirect  explanation  of  the  present  popularity  of  the 
Delaware  corporation  law. 

The  importance  of  the  power  to  hold  stocks  in  other 
companies  in  the  period  when  the  Delaware  policy  was 
first  formulated  has  been  noted  in  the  first  chapter.  The 
inability  to  exercise  this  power  under  the  law  of  Illinois 
was  an  important  reason  for  the  rejection  of  that  state 
for  the  incorporation  of  the  proposed  Federal  Steel  Cor- 
poration, despite  the  fact  that  considerable  property  of 
the  new  company  was  located  in  Illinois.   In  New  Jersey, 
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the  state  selected,  corporations  were  authorized  to  hold 
stocks  of  other  companies  for  the  purpose  of  control. 

The  results  of  the  investigation  of  the  Massachusetts 
Committee  of  1902  into  the  operation  of  the  corporation 
law  of  that  state  indicate  other  elements  which  were  con- 
sidered necessary  to  the  development  of  industry  organized 
in  the  form  of  a  corporation  during  this  early  period. 
According  to  the  report  of  this  Committee,  which  formed 
the  basis  of  the  1903  revision  of  the  Massachusetts  law, 
the  then  existing  statute  was  unsuited  to  conditions  in 
several  particulars,  and  as  a  consequence  other  states  were 
being  selected  for  the  incorporation  of  enterprises  which 
were  owned  and  managed  by  Massachusetts  citizens.^ 
With  respect  to  the  capitalization  of  corporations,  the 
Massachusetts  law  was  criticized  for  the  arbitrary  limi- 
tation of  the  amount  of  capital  stock,  the  restrictions  im- 
posed upon  its  payment,  and  the  difficulties  of  increasing 
capitalization  after  organization.  Moreover,  corporations 
had  been  unable  to  issue  preferred  stock  until  the  session 
of  the  legislature  immediately  preceding  the  investigation 
of  the  Committee  which  had  authorized  the  creation  of 
two  or  more  classes  of  stock  with  such  rights  and  limi- 
tations as  might  be  determined  by  the  corporation. 

The  Massachusetts  law  was  also  found  to  be  restrictive 
in  the  provisions  which  imposed  a  liability  upon  stock- 
holders for  amounts  in  excess  of  their  actual  or  con- 
tracted investment  and  particularly  in  those  provisions 
which  held  directors  liable  for  all  the  debts  of  the  corpo- 
ration where  loss  resulted  not  only  from  fraudulent  acts 
but  in  some  cases  from  the  ordinary  chances  of  business. 

The  third  major  criticism  related  to  corporate  taxation 
under  the  Massachusetts  law.  According  to  the  provisions, 
domestic  corporations  were  taxed  upon  the  corporate  ex- 
cess determined  by  deducting  from  the  market  value  of 

^  Massachusetts  Committee  on  Corporation  Law,  Report,  1903,  pp. 
15,   16. 


Incorporation  in  Delaware  173 

the  shares  of  stock  of  a  corporation  the  value,  as  found 
by  the  tax  commissioner,  of  the  corporation's  real  estate 
and  machinery  subject  to  local  taxation  wherever  situ- 
ated. The  excess,  consisting  of  money,  accounts,  mer- 
chandise and  intangible  items,  was  deemed  to  be  the  value 
of  the  corporate  franchise.  This  system  bore  heavily  on 
certain  classes  of  corporations:  those  whose  property  was 
partly  within  and  partly  without  Massachusetts,  those 
whose  property  was  wholly  without  the  state,  and  those 
corporations  organized  to  hold  securities.  Such  classes  of 
corporations  when  organized  as  domestic  corporations 
would  have  paid  larger  taxes  than  they  would  if  they  had 
been  organized  under  the  laws  of  some  other  state.  In 
the  latter  event  they  would  have  been  taxed  as  foreign 
corporations  which,  in  practice,  paid  taxes  only  upon  their 
real  estate,  machinery,  and  merchandise  located  in  Massa- 
chusetts. 

The  more  recent  investigation  in  1926  of  the  operation 
of  the  Ohio  Corporation  Law  affords  an  additional  indi- 
rect explanation  for  the  present  popularity  of  the  Dela- 
ware law  among  promoters.  The  committee  in  charge  of 
the  investigation  secured  data  on  the  reasons  which  in- 
duced given  corporations  whose  chief  business  was  in 
Ohio  to  take  out  charters  in  other  states.^  It  was  found 
that  one  corporation  had  gone  outside  of  Ohio  for  in- 
corporation because  it  wished  to  have,  but  could  not  have 
under  the  Ohio  law,  two  classes  of  no  par  stock  with  a 
difference  as  to  dividend  rights.  Another  went  outside  to 
preserve  in  reorganization  the  existing  surplus  in  a  form 
available  for  dividends.  The  single  purpose  rule  which 
restricted  corporations  to  one  line  of  business  activity  was 
given  as  the  reason  in  the  cases  of  other  companies.  In 
some  cases  the  fees  for  large  capitalizations  were  con- 

'  Ohio  State  Bar  Association,  Report  of  Committees  Respecting  Revision 
of  Ohio  Corporation  Law  and  Drafts  of  General  Corporation  Act  and 
Foreign  Corporation  Act,  Fifth  Draft,  1926,  p.  24. 
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sidered  prohibitive,  or  the  limitations  on  corporate  debt 
were  found  burdensome  as  well  as  unnecessary.  The 
committee  was  of  the  opinion  that  the  explanation  in  some 
instances  was  the  more  expeditious  method  of  formation 
in  other  states,  the  desire  to  have  special  provisions  in  the 
certificate  of  incorporation,  and  the  desire  for  a  different 
ratio  between  preferred  and  common  stock  than  that  per- 
mitted by  the  Ohio  law. 

Whether  a  particular  feature  of  the  Delaware  law  is  the 
explanation  of  the  selection  of  Delaware  for  the  incor- 
poration of  a  given  company  or  whether  it  is  a  combination 
of  the  advantages  afforded  by  the  law,  Delaware  has 
achieved  a  position  in  the  development  of  the  corporation 
not  attested  to  by  the  figures  on  the  absolute  number  of 
companies  incorporated.  The  actual  numbers  of  new  com- 
panies incorporated  in  the  more  important  industrial 
states  may  be  larger  than  those  for  Delaware  because  of 
the  number  of  small  intrastate  companies  formed.  A  better 
measure  of  Delaware's  position  and  responsibility  in  the 
modern  development  of  the  corporation  is  obtained  by  a 
study  of  the  state  of  incorporation  of  the  large  interstate 
companies.  In  this  type  of  corporation  the  question  of 
the  state  of  incorporation  is  more  important.  The  efficient 
operation  of  the  large  modern  corporation  is  more  closely 
dependent  upon  the  questions  of  corporation  law  dis- 
cussed in  the  preceding  chapters. 

To  measure  Delaware's  position  in  the  incorporation  of 
the  large  interstate  organizations  the  industrial  companies 
whose  securities  were  traded  in  on  the  New  York  Stock 
Exchange  and  the  New  York  Curb  in  1932  have  been 
classified  according  to  the  state  of  incorporation.  These 
companies  include  a  large  proportion  of  the  type  of  corpo- 
rations under  consideration.  Tables  VI  and  VII,  pp.  175 
and  176,  show  the  New  York  Stock  Exchange  and  the 
New  York  Curb  companies  respectively  classified  in  this 
manner. 
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The  distribution  of  these  companies  according  to  the 
state  of  incorporation  shows  in  a  striking  manner  the 
predominant  position  of  Delaware.  Of  the  606  companies, 
the  securities  of  which  were  traded  in  on  the  New  York 
Stock  Exchange  in  1932,  209,  or  34  per  cent,  were  incor- 
porated in  Delaware.  The  next  most  important  states  were 
New  York,  where  99  companies,  or  16  per  cent,  were  in- 
corporated, and  New  Jersey,  with  87  companies,  or  14 
per  cent.  The  other  important  states,  including  the  indus- 
trial states  of  Ohio,  Pennsylvania,  Michigan,  Illinois,  and 
Massachusetts,  and  those  states  important  for  the  incor- 
poration of  companies — Maryland,  Virginia,  and  Maine — 
had  incorporated  5  per  cent  or  less  of  the  total  number  of 
companies.  It  is  to  be  noted  also  that  most  of  the  move- 
ment of  this  type  of  corporation  to  Delaware  took  place 
in  the  decade  1920  to  1929.  Of  the  209  Delaware  com- 
panies on  the  New  York  Stock  Exchange  177,  or  74  per 
cent,  were  incorporated  during  this  period. 

A  classification  of  the  states  of  incorporation  for  the 
companies  whose  securities  were  traded  in  on  the  New 
York  Curb  in  1932  shows  a  distribution  similar  to 
that  of  the  New  York  Stock  Exchange  companies.  In  the 
case  of  the  Curb  companies,  however,  the  proportion 
incorporated  in  Delaware  is  even  larger  than  in  the  case  of 
the  Stock  Exchange  companies,  comprising  38  per  cent 
as  compared  with  34  per  cent  for  the  latter  group. 

The  legislation  of  Delaware  has  therefore  exercised  an 
important  influence  on  the  development  of  the  corporation 
in  the  United  States.  Through  its  predominant  position 
in  the  incorporation  of  interstate  companies,  the  Dela- 
ware corporation  law  has  become  national  in  its  scope, 
subject  to  the  laws  of  the  various  states  relating  to  foreign 
corporations  and  more  lately  to  the  Securities  Act  of  1933 
as  amended  in  1934.  The  development  of  the  corporation 
has  also  been  affected  by  whatever  force  the  Delaware 
competitive  policy  has  had  in  influencing  other  states  to 
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adopt  corporate  legislation  of  the  kind  which  has  been 
enacted  in  Delaware. 

Because  of  its  important  position  a  good  measure  of  the 
responsibility  is  to  be  assigned  to  that  state  for  the  good 
and  bad  practices  in  the  conduct  of  corporations.  Flexi- 
bility in  the  framing  and  amending  of  certificates  of  in- 
corporation is  necessary  to  meet  changed  economic  situ- 
ations, but  at  the  same  time  the  flexibility  afforded  by  the 
Delaware  law  has  brought  increasing  uncertainty  in  the 
relation  of  stockholders,  particularly  preferred  stock- 
holders, to  their  corporation  through  the  power  of  majori- 
ties to  abrogate  rights  which  have  arisen  under  stock  con- 
tracts. The  power  to  hold  stocks  in  other  corporations  has 
furnished  business  men  a  convenient  method  of  expansion 
and  a  means  of  adjusting  interstate  business  to  the  vary- 
ing laws  of  the  forty-eight  states.  The  legislation  respect- 
ing capital  stock  has  removed  the  impediments  imposed 
by  the  "  trust-fund  "  doctrine  and  has  brought  the  finan- 
cial powers  of  corporations  more  nearly  in  accord  with 
those  of  individuals.  But  while  the  financing  of  legitimate 
business  and  the  raising  of  capital  required  by  large  scale 
enterprise  has  been  facilitated,  the  issue  of  highly  specu- 
lative and  fraudulent  securities  has  also  been  made  easier. 
The  changes  providing  for  a  statutory  definition  of  cor- 
porate capital  has  introduced  certainty  in  the  question  of 
dividend  payments  but  the  Delaware  lawmakers  have 
failed  to  provide  restrictions  necessary  to  insure  good 
accounting  practices  in  the  determination  of  the  dividend 
fund.  The  old  conception  of  the  right  of  individual  veto 
has  given  way  to  a  concentration  of  authority  in  the  board 
of  directors  and  a  majority  of  the  stockholders  in  the 
interests  of  efficient  management  and  for  the  prevention 
of  the  sometimes  dangerous  obstruction  of  dissenting 
stockholders.  This,  in  turn,  has  made  it  necessary  for  the 
courts  to  hold  management  groups  even  more  strictly  to 
the  standards  of  action  required  of  their  fiduciary  position. 
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Thus,  in  many  cases  Delaware  innovations  have  made 
the  corporation  a  more  efficient  device  of  business  organi- 
zation. On  the  other  hand,  the  state  may  be  held  respon- 
sible for  some  bad  practices  by  its  failure  to  surround 
desirable  powers  and  privileges  with  the  restraints  neces- 
sary to  prevent  abuse  at  the  hands  of  unscrupulous  mana- 
gers in  so  far  as  such  abuse  can  be  prevented  by  statute. 
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NEWSPAPERS 

Delaware  newspapers  contain  little  information  about  or  discussion  of 
the  Delaware  corporation  policy.  Those  issues  of  the  Every  Evening, 
Wilmington,  Del.,  and  of  the  Daily  Republican,  Wilmington,  Del.,  which 
appeared  while  the  legislature  was  in  session  during  the  period  between 
1888  and  1902  were  examined.  Subsequent  issues  contain  little  comment. 
The  files  of  the  Newark  Daily  Advertiser,  Newark,  N.  J.,  of  The  True 
American,  Trenton,  N.  J.,  and  of  the  Commercial  Advertiser,  New  York, 
for  the  first  six  months  of  1899  were  consulted  for  opinion  outside 
Delaware  concerning  the  new  corporation  policy  of  that  state.  At  that 
time  little  notice  was  taken  of  the  actions  of  the  Delaware  legislature. 
The  New  York  Times  of  recent  years  has  been  examined  for  material 
on  Delaware  Corporations. 
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Accounting,  review  of  practices  by 
U.  S.  Securities  and  Exchange 
Commission,  137 

Action  for  fraud,  inadequacy  of 
common  law  remedy,  113 

Addicks,  J.  Edwards,  5 

Alabama,  power  to  hold  stock,  69 

Allen,  Charles  C,  49n.,  5 In. 

Amendment  of  certificate  of  incor- 
poration, 38-48;  assent  of  stock- 
holders, 145;  Del.  legislation, 
38-40;  effect  on  preferred  stock- 
holders, 40-48 

Amendment  of  statute,  reserved 
power  of  state,  43-45 

American  Agricultural  Chemical 
Co.,  124-125,  132 

American  Superpower  Corp.,  144 

American  Tin  Plate  Co.,  58-59,  82 

Apportionment  of  stock  considera- 
tion, 35,  112,  127,  130-131,  140 

Baltimore  &  Ohio  Railroad  Co.,  52 

Bay  State  Gas  Co.,  5 

Berle,  A.  A.,  Jr.,  126,  133,  146 

Blue  Sky  legislation,  failure  of,  114 

Bonbright,  James  C,  52,  111 

Bonus  stock,  89,  91,  97,  105 

Book  value,  as  a  standard  for  issue 

price  of  stock,  108 
Bostwick,  Charles  F.,  86 
Brunswick-Balke-Col lender  Co.,   35 
Burden  of  proof,  91 
Burris,  Martin,  5n.,  7n. 
By-laws,  145 

California,  dividend  legislation,  133 
Capital,  118-137;  determination  of, 
by  directors  with  no  par  stock, 
35,  112,  127,  130-131,  140;  legal 
definition  of,  130-131,  140;  ne- 
cessity of  a  measure  of,  with  no 
par  stock.  111;  par  value  as  a 
measure  of.  111 ;  statutory  safe- 
guards of,  118-119 


Capitalization:  as  basis  of  credit, 
81;  earning  capacity  as  basis,  81; 
in  industrial  combinations,  82-83; 
of  promoters  services,  82 ;  repre- 
senting good-will,  81-82;  tangi- 
ble assets  as  basis,  81 

Capital  stock,  73-117;  terms  and 
conditions  of,  140.  See  also  Ap- 
portionment of  stock  considera- 
tion. Consideration  for  stock  is- 
sues. Duties  of  directors.  Issue 
price  of  no  par  stock,  Issue  of 
stock  below  par.  No  par  stock. 
No  par  stock  legislation.  Non- 
voting stock.  Par  value.  Power  to 
hold  stock,  Power  to  purchase 
corporation's  own  shares,  Pre- 
ferred stock.  Valuation,  Watered 
stock 

Certificate  of  incorporation,  27-48; 
amendment  of,  under  Del.  law, 
38-48,  145;  apportionment  of 
consideration,  clause  authorizing, 
35;  construction  of  clauses,  37; 
Machen,  Arthur  T.,  quoted,  34; 
nature  of,  27;  preemptive  sub- 
scription right,  35;  as  a  private 
contract  between  stockholders, 
34;  purpose  clause,  32-33;  sale 
of  assets  as  an  entity,  clause  au- 
thorizing, 34-35.  See  also 
Changes  in  certificate  of  incorpo- 
ration 

Changes  in  certificate  of  incorpora- 
tion: participating  dividend,  43; 
preferences,  41-48;  redemption 
price,  42 ;  rights  to  accumulated 
dividends,  42,  45,  46,  47;  sink- 
ing fund,  44;  voting  rights,  42 

Charters,  statistics  of:  granted  in 
Del.,  156;  voided  in  Del.,  156 

Chicago  &  Northwestern  Railroad 
Co.,  52 

Combination  of  corporations:  capi- 
talization,    amount     of,     82-83; 
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method  of  financing,  81-82;  mo- 
tives, 50;  power  to  consolidate 
and  merge,  5 1 ;  power  to  hold 
stock,  52-62;  power  to  lease,  51; 
pools,  49 ;  promoters'  profits,  82 ; 
trusts,  50;  statutory  obstacles,  59 

Company  office,  maintenance  of,  16 

Competitive  incorporation  policy  in 
Del.:  benefits  of,  10;  criticism  of, 
9;  eflfect  of  true  value  test  on, 
86;  features  of,  15;  origin  of,  9 

Connecticut:  general  corporation 
law  of  1837,  2;  power  to  hold 
stock,  69;  statutory  good-faith 
test,  93 ;  true-value  test,  79 

Consideration  for  stock  issues:  con- 
tracts as,  91;  Del.  Constitution 
1897,  provisions  of,  78n.,  85,  87; 
illegal  under  Del.  constitution, 
89;  nature  of,  77;  oil  leases  as, 
91 ;  theory  of  doing  business  as, 
89;  valid,  78n.,  85,  87 

Consolidated  Retail  Stores  Inc.,  47n. 

Consolidation,  See  Combination  of 
corporations 

Constitution,  requirements  respect- 
ing incorporation,  2,  3 

Container  Corp.  of  Am.,  127,  144 

Contracts:  as  consideration,  91;  ob- 
ligation of,  45 

Control  of  corporate  acts  by  stock- 
holders: amendment  of  certifi- 
cate of  incorporation,  145;  con- 
solidation and  merger,  146;  dis- 
solution, 146;  issue  price  of 
stock,  145;  reduction  of  capital, 
145;  sale  of  assets  as  an  entity, 
145 

Cook,  William  W.,  106,  111 

Corporate  existence,  begins  when, 
16 

Corporate  powers:  agencies  for  ex- 
ercise of,  138;  to  consolidate  and 
merge,  51;  to  guarantee  obliga- 
tions, 32;  to  lease,  51;  to  pro- 
mote other  companies,  32 ;  to 
purchase  corporation's  own 
shares,  32;  specific  powers,  Del. 


Act  1899,  31.  See  also  Implied 
powers;  Power  of  self-determina- 
tion, Power  to  hold  stock.  Sepa- 
rate corporate  entity 

Corporation  law:  character  of,  in 
the  "liberal"  states,  11;  disad- 
vantages of  Maine  and  West  Vir- 
ginia, 14-15;  early  general  cor- 
poration laws — 111.  1849,  2, 
Mass.  1851,  2,  Mich.  1846,  2, 
N.  J.  1846,  2,  N.  Y.  1811,  2, 
Penn.  1849,  2;  early  restrictions 
in,  of  111.,  12,  of  Minn.,  11,  of 
Ohio,  11;  of  Penn.,  12;  Mary- 
land early  legislation  1838,  2; 
N.  J.  early  advantages  in,  14. 
See  also  Delaware 

Corporation  Service  Company,  103, 
104,  106 

Cotton  Seed  Oil  Trust,  50 

Credit,  capitalization  as  a  basis,  81 

Crex  Carpet  Co.,  34 

Cumulative  dividends,  nature  of 
right,  42,  47 

Dealing  with  corporation:  certifi- 
cate clauses  concerning,  150; 
personal  interest  or  advantage, 
148-149;  representing  two  cor- 
porations, 151;  secret  profits, 
149-150 

Delaware:  competitive  incorpora- 
tion policy,  9-10,  15,  86;  consti- 
tution of  1831,  3,  amended  in 
1875,  4,  of  1897,  7;  Constitu- 
tional Convention  of  1897,  4,  7, 
84;  general  corporation  law  of 
1871,  3,  of  1875,  4,  of  1883,  4, 
6,  7,  15,  of  1899,  9,  16;  no  par 
legislation,  102-103;  popularity 
of  corporation  law,  explanation 
of,  171-174;  power  of  self-de- 
termination, 27-30;  proposed 
general  corporation  law  of  1898, 
8;  revenue  from  corporations, 
166-170;  special  acts,  evils  of, 
4-7;  true-value  test,  84,  85-87. 
See   also   Amendment   of   certifi- 
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cate  of  incorporation,  Dividend 
legislation,  Liability  of  stockhold- 
ers, Power  to  hold  stock,  Pro- 
cedure of  incorporation  in  Del., 
Separate  corporate  entity,  Taxa- 
tion of  corporations 

Dill,  James  B.,  15,  83,  85,  quoted 
30 

Directors:  determination  of  capi- 
tal by,  with  no  par  stock,  35, 
112,  127,  130-131,  140;  determi- 
nation of  issue  price  of  no  par 
stock,  102;  dummy,  90,  92;  lia- 
bility for  improper  distribution 
of  capital,  118-119;  supervision 
by  courts,  146-147.  See  also 
Dealing  with  corporation.  Duties 
of  directors.  Judgment  of  direc- 
tors. Powers  of  directors,  U.  S. 
Securities  &  Exchange  Commis- 
sion 

Display  of  corporate  sign,  16 

Dissolution,  146 

Dividends:  availability  of  paid-in 
surplus,  125-126;  effect  of  divi- 
dend statutes,  124-126;  English 
dividend  regulations,  132;  gen- 
eral rule  in  Del.,  123-124;  na- 
ture of  cumulative,  42,  47 ;  wast- 
ing asset  corporations,  123-128. 
See  also  Profits  available  for 
dividends.  Surplus  available  for 
dividends 

Dividend  legislation:  criticism  of, 
132,  133-134;  Del.  law  prior  to 
1927,  119-120;  Del.  law 
amended  1927,  128-131;  Del. 
and  Calif.  compared,  133; 
statutes — Calif.  133,  Minn.  133, 
Ohio  134,  Penn.  135-136,  Wise. 
134 

Dodd,  David  L.,  91 

Doughlas,  William  O.,  68n. 

Duration:    of  corporations,    3;   du- 
ration studied,   160-166;  method 
of  study,  160;  statistics  of,  l6l- 
163 
Duties    of    directors:    in    dividend 


payments,   152;  in  general,   147- 
151;  in  issue  of  stock,  151 
Duties  of  stockholders:  in  consoli- 
dation, 153-154;  in  sale  of  assets 
as  an  entity,  152-153 

Federal  Steel  Co.,  11,  59-60,  171 

Federal  Trade  Commission,  113, 
115 

Federal  Water  Service  Corp.,  47n. 

Fraud:  facts  showing  fraud  in  valu- 
ation, 88-92 ;  meaning  of,  under 
good-faith  test,  87-92 

Fraudulent  securities,  loss  from  sale 
of,  113 

Frost,  Thomas  G.,  97,  98 

Gary,  Elbert,  lln.,  60n. 

Gates,  John  W.,  81 

General  Corporation  Law  of  Del. 
of  1883,  4,  6,  7;  procedure  for 
incorporation  under,  15 

General  Corporation  Law  of  Del. 
of  1899:  passage  of,  9;  proce- 
dure for  incorporation,  16 

General  Printing  Ink  Corp.,  33 

Good-faith  test,  80-87,  91,  92,  99, 
116;  conflict  between  Del.  con- 
stitution and  statute,  86-87 ;  facts 
showing  fraud  in  valuation,  88- 
92;  fraud,  meaning  of,  87-92; 
similarity  to  true-value  test,  91 ; 
statutes — Conn.,  93,  Me.,  93, 
Nev.,  94,  N.  Y.,  93,  N.  C,  93, 
Va.,  94,  W.  Va.,  94;  statutory 
history  in  N.  J.,  83 

Hadley,  Arthur  T.,  99 

Hatfield,  Henry,  132 

Holding  company:  effect  of  law  of 
foreign  corporations,  71-72;  ex- 
tent of  use  in  business,  70;  Reve- 
nue Act  of  1934,  effect  on,  72 

Holding  out  doctrine,  105 

Illinois:  early  restrictions  in  corpo- 
ration law,  12;  general  corpora- 
tion law  1849,  2 

Implied  powers:  construction  of,  in 
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N.  ].,  32;  Del.  Act  1899,  31-32; 
Morawetz,  Victor,  quoted,  31; 
power  to  hold  stock  as,  55-57 

Incorporation:  constitutional  re- 
quirements for,  under  general 
law,  2,  3;  Del.  competitive 
policy,  9,  10,  15;  effect  of  true- 
value  test  on,  86;  under  gen- 
eral laws,  1 ;  selection  of  state 
for,  11,  171-176;  by  special  acts, 
1 ;  special  acts,  evils  of  in  Del., 
4,  5,  6,  7.  See  also  Procedure  of 
incorporation  in  Del. 

Intrastate  commerce,  nature  of,  71- 
72 

Iowa,  constitution  1846,  3 

Issue  price  of  no  par  stock:  court 
review  of,  107-108;  determina- 
tion of,  by  directors,  102,  138- 
139,  by  stockholders,  145;  fair 
to  corporation  and  stockholders, 
108;  standards  for,  107-108; 
original  issue,  107;  subsequent 
issues,  107-108 

Issue  of  stock  below  par:  embar- 
rassed corporation,  97;  legisla- 
tion for,  not  recommended,  100; 
method  of  circumventing  law 
against,  98-99 ;  statutes — Nev., 
97,  Va.,  97,  W.  Va.,  97,  Wis., 
96 


Machen,  Arthur  T.,  quoted,  34 
Maine:   corporation  law,  disadvan- 
tages of,  14 ;  power  to  hold  stock, 
68;  statutory  good-faith  test,  93; 
true-value  test,  79,  84 
Marvel,  Josiah,  30 

Maryland:  early  legislation  respect- 
ing   incorporation,     2 ;    no    par 
stock  legislation,  101-102 
Massachusetts:   Committee  on  Cor- 
poration Law   1902,  10,  73,  94, 
172 ;   Commission  to   Investigate 
Corporate  Securities,  109,  quoted, 
114;  early  power  to  hold  stock, 
54;  general  corporation  law  1851, 
2 ;  statute  for  valuation  of  stock 
consideration,  94 
Means,  Gardiner  C,  52,  146 
Michigan:     early    power    to    hold 
stock,    55;    general    corporation 
law  1846,  2 
Minnesota:    corporation   law,   early 
restrictions     of,      1 1 ;      dividend 
legislation,   133;  early  power  to 
hold  stock,  54 
Moore,  William  H.,  58,  82 
Morawetz,  Victor,  quoted,  31-32 
Mortality     of     Delaware     corpora- 
tions:   explanation   of,    165-166; 
method  of  study,   160;  statistics 
of,  161-163 


Judgment  of  directors:  conclusive 
in  absence  of  fraud,  83,  85;  not 
conclusive,  91,  115;  valid  exer- 
cise required,  90 

Kentucky,  true-value  test,  79 
King,  Charles  N.,  15n. 

Liability  of  directors,  118-119 
Liability  of  stockholders:  defenses 
of,  76-77;  effect  of  no  par  stock 
on,  103-105;  improper  reduction 
of  capital,  118;  measured  by  par 
value,  96;  statutes  of,  74-75; 
weakening  of  law  of,  113 
Liquid  Carbonic  Corp.,  35 


National  Cordage  Company,  49 

Nevada:  early  power  to  hold  stock, 
54;  issue  of  stock  below  par, 
97;  statutory  good-faith  test,  94 

New  Jersey:  Commission  on  Cor- 
poration Law,  92-93 ;  corporation 
law,  early  advantages  of,  14;  gen- 
eral corporation  law  1846,  2; 
good-faith  test,  legislation,  83; 
implied  powers,  construction  of, 
32 ;  power  to  hold  stock,  history 
of  legislation,  60-61;  power  of 
self-determination,  history  of 
legislation,  28-29;  stockholders' 
liability,  statute  of,  75 

New  York:    constitution    1846,    3; 
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early  power  to  hold  stock,  53; 
general  corporation  law,  1811, 
1-2;  no  par  legislation,  100-101, 
Wickersham,  C.  W.,  on,  101; 
statutory  good-faith  test,  93 

New  York  State  Bar  Association, 
98,99-100 

No  par  stock:  abuses  of,  109-111; 
"  acquisitive  effect  "  in  consolida- 
tions, 126;  as  compensation  for 
promoters'  services,  106;  effect  on 
dividend  law,  111-112;  elimina- 
tion of  necessity  of  valuation, 
103-105;  good-faith  test,  103; 
less  deceptive  than  par  value, 
100;  lessened  hazard  of  liability, 
103-105;  as  a  solution  for 
watered  stock,  99-100,  103;  re- 
tention of  promoters'  control, 
106;  subscription  contract,  104; 
suggested  remedies  for  abuses  of, 
111;  use  of,  by  corporations, 
112;  use  in  promotion,  109-111. 
See  also  Paid-in  surplus,  Stand- 
ards for  issue  price  of  no  par 
stock 

No  par  stock  legislation:  history  of, 
100-103;  Del.,  Md.,  and  N.  Y. 
laws  compared,  103-104,  106, 
111;  modern  laws,  112-113; 
statutes— Del.,  1917,  102-103, 
Md.,  1916,  101-102,  N.  Y.,  1912, 
95,  100-101 

Non-voting  stock,  143 

North  Carolina:  power  to  hold 
stock,  69;  statutory  good-faith 
test,  93 

North  Dakota,  true-value  test,  79 

Ohio:  Committee  on  Revision  of 
Ohio  Corporation  Law,  80,  125, 
173;  corporation  law,  early  re- 
strictions of,  1 1 ;  dividend  regula- 
tions, 131-132,  134 

Oil  leases,  see  Valuation,  Con- 
sideration for  stock  issues 

Overland  Contract  Co.,  53 

Overvaluation,       conscious       gross 


overvaluation  establishing  fraud, 
88-89 
Overvalued  property,  103 

Paid-in  surplus,  creation  of,  with 
no  par  stock,  127,  140 

Pam,  Max,  lln. 

Par  value:  cause  of  stock  watering, 
98-99;  measure  of  capital.  111; 
measure  of  issue  price,  96;  meas- 
ure of  stockholders'  liability,  73, 
96 ;  method  of  circumventing,  98- 
99,  103.  See  also  Issue  of  stock 
below  par 

Pennsylvania:  Business  Corporation 
Law  1933,  135;  corporation  law, 
early  restrictions  of,  12;  divi- 
dend legislation,  135-136;  gen- 
eral corporation  law  1849,  2; 
power  to  hold  stock,  69 

Pennsylvania  Co.,  52-53 

Pennsylvania  Railroad  Co.,  52 

Piggly-Wiggly,  Del.,  Inc.,  104n., 
109-111 

Pools,  49 

Power  of  self-amendment,  A6 

Power  of  self-determination:  con- 
struction of,  in  Del.,  35;  Del. 
Act  1899,  29;  Dill,  James  B, 
quoted,  30;  history  of  legislation 
in  N.  J.,  27-29;  Marvel,  Josiah, 
on,  30;  nature  of,  30 

Power  to  consolidate  and  merge, 
51 

Power  to  guarantee  obligations,  32 

Power  to  hold  stock:  Bay  State  Gas 
Co.,  5;  Del.  Act  of  1899,  62; 
history  of  legislation,  52-62;  as 
an  implied  power,  32,  55-57; 
modern  legislation,  69-70;  public 
policy  concerning,  57 ;  in  special 
charters,  52-53.  See  also  Sepa- 
rate corporate  entity,  Subsidiary 
company 

Power  to  lease,  51 

Power  to  promote  other  companies, 
32 
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Power  to  purchase  corporation's 
own  shares,  32,  118,  140 

Powers  of  directors,  138-146;  abso- 
lute and  permissive,  138;  concen- 
tration of,  146 

Pratt,  Nathan,  85n. 

Preemptive  subscription  right: 
charter  clause  denying,  35; 
statute  authorizing  denial,  35, 
40;  purpose,  40 

Preferred  stock,  see  Amendment  of 
certificate  of  incorporation 

Procedure  of  incorporation  in  Dela- 
ware: early  method,  3-4;  Act  of 
1883,  15-16;  Act  of  1899,  16 

Profits  available  for  dividends:  de- 
pletion, 122-124;  depreciation, 
121;  realized  gains,  122;  unreal- 
ized gains,  122;  unrealized  loss, 
136;  write-up  in  value  of  fixed 
property,  121-122 

Promoters,  92 ;  payment  for  services 
with  no  par  stock,  106 

Promotions,  58-59 

Proxy  voting,  143 

Purpose  clause,  32-33 

Railroad  Securities  Commission,  92, 
99,  100 

Reclassification  of  unissued  stock, 
142 

Reduction  of  corporate  capital,  118, 
145 

Registry  of  stock  issue  contracts 
recommended.  111 

Reorganization  and  stock-watering, 
99 

Resident  agents  in  Delaware,  16 

Revenues  from  corporations:  Dela- 
ware, statistics  of,  167-170, 
compared  with  R.  I.,  170 

Rhode  Island,  revenue  from  corpo- 
rations, 170 

Robbins,  Carl  B.,  104n. 

"  Roving  "  charters,  14,  15 

Sale  of  assets  as  an  entity:  com- 
pany clauses,  34-35;  construction 


of,  in  Del.,  36;  as  a  method  of 
combination,  59 

Salisbury,  William,  85n. 

Separate  corporate  entity,  62-68; 
disregard  of,  63-66;  general  rule, 
62 ;  parent  and  subsidiary  com- 
panies, 64-68 

"  Seven  Sisters  "  Acts,  155 

Shanks,  Carrol  M.,  68n. 

Smith,  J.  Ernest,  lOn.,  85 

South  Carolina,  true-value  test,  79 

Southern  Railway  Securities  Co.,  53 

Specific  powers,  Delaware  Act 
1899,  31 

Spruance,  William,  6n.,  85n. 

Standard  Brands,  Inc.,  22,  70-71, 
141 

Standards  for  issue  price  of  no  par 
stock:  improper  standards,  108; 
no  statutory  standard,  107; 
proper  standards,  108-109 

Standard  Oil  Trust,  50,  53 

State  of  incorporation  of  large  cor- 
porations, statistics  of,  175-176. 
See  also  Incorporation 

Stetson,  Francis  L.,  lln.,  60n.,  95n. 

Stock,  see  Capital  stock 

Stock  donation,  91,  99,  103 

Stock  ledger,  maintenance  of,  16 

Stock  purchase  warrants,  l43 

Stockholders:  control  of  corporate 
acts,  145-146;  duties  of,  152-154; 
inspection  of  books,  37 ;  meetings 
of,  quorum,  l44.  See  also  Lia- 
bility of  stockholders 

Story,  Justice,  quoted,  74 

Subscription  contract  with  no  par 
stock,  104 

Subsidiary  company,  purposes  in 
maintenance,  71.  See  also  Hold- 
ing company 

Sugar  Trust,  50 

Surplus  available  for  dividends:  de- 
termination of  surplus,  35,  112, 
120,  127,  130-131,  140;  paid-in 
surplus,  123,  125-126 
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Taxation  of  corporations:  Del.  com- 
pared with  other  states,  23-25; 
Del.  franchise  tax,  basis  of  as- 
sessment. Act  of  1899,  18,  19, 
present,  21;  rates,  Act  of  1899, 
19,  20,  present,  22;  Del.  organi- 
zation fees,  basis  of  assessment, 
Act  of  1899,  17,  present,  20; 
rates,  Act  of  1899,  17,  18,  pres- 
ent, 21 

Tennessee:  early  power  to  hold 
stock,  54;  true-value  test,  79 

Theor>'  of  corporations,  73,  118 

Theory  of  doing  business  as  con- 
sideration, 89 

Thompson,  Seymour  D.,  73 

True-value  test:  conflict  between 
Del.  constitution  and  statute,  86- 
87;  defects,  79-81;  effect  on 
competitive  incorporation  policy, 
86;  nature  of,  78,  similarity  to 
good-faith  test,  91;  statutes — 
Conn.,  79,  Del.,  84,  85-87,  Ky., 
79,  Me.,  79,  84,  N.  D.,  79,  S. 
C,  79,  Tenn.,  79,  Utah,  79, 
Wis.,  79 

Trust  fund  doctrine,  74,  75,  78, 
96,  105;  Justice  Story  quoted,  74 

Trusts:  legal  position  of,  50; 
method  of  combination,  50;  sta- 
tistics of,  13 

United  Corporation,  133 

United  States:  Department  of  Com- 
merce, 114;  Industrial  Commis- 
sion, 14,  29,  81,  82-83;  Revenue 
Act  of  1934,  72;  Securities  Act 
of  1933,  policy  of,  115 

United  States  Securities  and  Ex- 
change Commission:  review  of 
directors'  valuations,  115-116;  re- 
view of  accounting  practice,  137 

Utah,  true-value  test,  79 

Value:  dependence  on  earnings,  81; 
establishment  of  a  standard  of, 
for  property  recommended.  111; 


productive  property,  absence  of 
an  exact  measure  of,  79;  pur- 
chase price  as  evidence,  90 

Valuation:  Del.  constitutional  re- 
quirement for  true-value  test,  85- 
87 ;  Del.  statutory  good-faith 
test,  85-86;  by  directors  conclu- 
sive in  absence  of  fraud,  85 ;  by 
directors  not  conclusive,  91,  115; 
fraud,  83,  87-92;  good-faith  test, 
80,  83-87;  Mass.  statute,  94;  no 
par  eliminates  necessity  of,  103- 
105;  of  oil  leases,  91-92;  over- 
valuation of  property,  88-91;  re- 
viewed by  U.  S.  Securities  and 
Exchange  Commission,  116;  rule 
of,  78-81;  true-value  test,  78-81 

Virginia:  issue  of  stock  below  par, 
97;  power  to  hold  stock,  69; 
statutory  good-faith  test,  94 

Voting  rights,  see  Changes  in  cer- 
tificate of  incorporation,  Non-vot- 
ing stock 

Wasting  asset  corporations,  123, 
128 

Waterbury,  J.  M.,  49n. 

Watered  stock,  74,  77 ;  in  industrial 
combinations,  81-83;  in  railroad 
consolidations,  99;  in  reorganiza- 
tions, 99;  par  value  as  a  cause 
of,  98 

West  Virginia:  corporation  law, 
disadvantages  of,  14;  early  power 
to  hold  stock,  54;  issues  of  stock 
below  par,  97 ;  statutory  good- 
faith  test,  94 

Western  Union  Telegraph  Co.,  52 

Wilson,  Woodrow,  155 

Wisconsin:  early  power  to  hold 
stock,  54;  dividend  legislation, 
134;  issues  of  stock  below  par, 
96;  true-value  test,  79 

Wickersham,  Cornelius  W.,  101 

Wolcott,  James  L.,  8n.,  9,  164 

Wyoming,  early  power  to  hold 
stock,  55 
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